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Preface 


Canadian financial institutions are in the midst of change. Traditional roles are 
being broken down by a variety of new developments. To a degree, this trend is 
international in nature. Financial sector regulation has become a prominent issue 
not only in Canada but in many other major industrialized countries as well. 


The changes in the Canadian financial system have been relatively rapid and, as 
can be expected, have caused considerable institutional re-evaluation. The changes 
have been mostly linked to the diversification by one type of financial institution 
into another’s traditional territory. In the process, there has been a further 
blurring of the distinctions among the various types of financial institutions. 


Despite the rapid changes, Canada’s financial institutions have served the market 
well. They have earned the confidence of Canadians and maintained an exemplary 
reputation abroad. 


Nevertheless, the new developments, coupled with the recent failure of several 
trust, mortgage loan and general insurance companies, have focused public 
attention on the regulation of financial institutions in general, and policies 
concerning the soundness of institutions in particular. At the same time, financial 
institutions such as trust, mortgage loan and insurance companies have pressed 
with increased urgency for modifications to their respective governing legislation 
and regulations. Unlike banking legislation, the acts of Parliament governing these 
institutions are not required to be reviewed every 10 years. Although these 
institutions’ requests have until recently been addressed by changes that have been 
made over the years on a piecemeal basis, there has not been a general revision to 
their governing legislation in many decades. 


From the federal government’s point of view, the recent developments and 
problems in the financial sector have brought into question some of the 
fundamental assumptions with respect to how government should frame regulation 
to best meet public policy goals. Questions have also been raised about the 
government’s long-standing practice of formulating policy for each segment of the 
financial industry separately, rather than for all segments at the same time. It is 
generally recognized that the existing legislation was not framed with the 
emerging structure of the financial sector in mind and that, as a consequence, 
there is a need for a fundamental review of how public policy is implemented for 
this sector. This paper is intended to stimulate a wide-ranging public discussion, 
initiating the process that would lead to a legislative response to the changing 
financial environment. 


Given the federal government’s exclusive jurisdiction over the chartered banks and 
its shared responsibilities with the provinces for regulating the trust, mortage loan, 


lll 


and insurance companies, the financial sector and the public are naturally looking 
to the federal government to play an important role in regulatory reform. As 
explained in the November 8, 1984 document, A New Direction for Canada: An 
Agenda for Economic Renewal, the government intends to work with the 
provinces, the public and the financial community to ensure that legislation 
responds to the rapid changes taking place in the financial system. To this end, 
preliminary consultations on regulatory change have already taken place with 
financial industry representatives and the provinces. 


The task of developing new legislation will not be an easy one. The policy issues 
involved are complex. There are, in addition, many distinct industry groups within 
the financial sector operating under different pieces of federal and provincial 
legislation and these industry groups have varying interests that must be taken 
into account. While the road to reform will be a difficult one, there is, however, no 
turning back. Things have changed quickly during the past five years and public 
policy and legislation have not kept pace. Changes will be required to modernize 
the regulatory system whatever course of action is finally decided upon. 


This discussion paper is intended to encourage public debate on the broad issues 
affecting the consumer and the financial community alike and to focus attention 
on some possible responses. In addition, in the discussions and consultations on 
this paper, the government will be seeking the public’s views on these issues and 
will consider alternative responses that are put forward. More details on the 
proposals outlined in this paper will be published in a technical paper in the near 
future. The technical paper will also include some of the detailed proposals 
contained in the 1982 federal discussion paper on trust and loan legislation. 


Interested parties are requested to send their comments and suggestions to the 
Minister of State (Finance), House of Commons, Ottawa, K1A 0A6, by July 31, 
1985, so that they can be considered in the consultative process. The government 
will seek to have this discussion paper and the soon-to-be-released technical paper 
referred to a parliamentary committee for detailed study, with a report back to 
Parliament by September 30, 1985. The government intends to introduce draft © 
legislation as soon thereafter as possible, recognizing the need both for all parties 
to be heard and for a timely passage of necessary legislative reforms. 
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A. Summary of Policy Approach 


Principles and Directions 


In conjunction with the government’s overall approach to the formation of public 
policy, this paper is intended to generate consultation and discussions with the 
provinces, consumers and industry. It is also intended as input in the parliamen- 
tary process. The government is, however, committed to several important 
principles that it believes will better serve the public interest in the regulation of 
financial institutions in Canada. They are as follows: 


(1) improve consumer protection; 

(ii) strictly control self-dealing; 
(iii) | guard against abuses of conflicts of interest; 
(iv) | promote competition, innovation and efficiency; 


(v) | enhance the convenience and options available to customers in the 
marketplace; 


(vi) broaden the sources of credit available to individuals and business; 


(vii) | ensure the soundness of financial institutions and the stability of the 
financial system; 


(viii) | promote international competitiveness and domestic economic growth; 


(ix) | promote the harmonization of federal and provincial regulatory policies. 


The present situation is regarded by the government as an opportunity to achieve 
potential benefits for the financial system and, indeed, the Canadian economy. 
Because of the importance of financial institutions in channelling savings to 
finance economic growth, it is essential that they be sound, innovative, dynamic, 
and internationally competitive. The challenge is to develop a regulatory approach 
that encourages, rather than inhibits, innovation and efficiency in our financial 
sector while at the same time protecting the public. 


In a fast-changing financial world, regulatory policy should avoid as much as 
possible the imposition of a preconceived structure on the financial system. While 
regulation is needed to ensure soundness and consumer protection, market forces 
should have an important role in shaping the financial system because that will 
work in the direction of achieving the kind of dynamic and efficient financial 
system that our economy needs. The proposals summarized below represent 

the government’s judgement as to how policy goals can best be achieved in the 
current circumstances. 


Overview of Proposals 


Consistent with the principles stated above, the government is proposing to permit 
a greater degree of flexibility in institutional arrangements. One way would be to 
allow the combination of bank and non-bank institutions under the umbrella of a 
financial holding company. The government believes that these new arrangements 
would enhance competition among financial institutions and result in improved 
services for users and the greater efficiency of financial markets. Small and 
medium-sized businesses would have broader access to funds when borrowing, 
which would in turn improve the prospects for economic growth and renewal. In 
addition, financial institutions would have greater flexibility in developing and 
packaging financial services to best meet business and individual needs. It is hoped 
that the proposals would have the same effect of expanding choice and lowering 
costs in the field of business lending as legislative changes in the 1950s and 1960s 
had in the mortgage and personal loan markets. 


These proposals, however, should not be interpreted as the “deregulation” of 
financial institutions. Indeed, while they would, as described below, provide 
additional opportunities for financial institutions, there would at the same time be 
new, tougher rules to ensure consumer protection and the soundness of individual 
financial institutions and of the financial system as a whole. In addition, the 
current high standards required in the formation of new financial institutions 
would be maintained. The recent failures of some financial institutions have 
underlined the dangers to which institutions can be exposed where self-dealing, or 
non-arm’s-length transactions, are permitted. The government is therefore 
proposing to strictly control self-dealing as part of its effort to ensure that 
federally-incorporated financial institutions are safe places for Canadians to keep 
their money. The government will consider various alternative methods to provide 
the strict control over self-dealing that is essential, but considers a clear-cut, 
uncompromising ban on self-dealing as the option that inspires the greatest 
confidence in this regard. 


Some of the failures have also highlighted the fact that regulators may not always 
have sufficient authority to take action even after problems or difficulties have 
been detected. This situation is addressed in the proposals, which outline a number 
of possible ways that supervisors’ powers could be enhanced to enable them to 
discharge their duties properly. 


The regulatory changes that are being proposed would allow most types of 
federally-incorporated financial institutions greater scope for offering financial 
services than in the past. Some commonly-controlled non-bank financial 
institutions have already been organized under the umbrella of a financial holding 
company. This is essentially the model that the government would like other 
financial institutions to use if they seek to offer their customers broader services. 
The proposed approach would permit different types of financial institutions to be 
commonly owned by a financial holding company. It would, in addition, ensure 
that federal legislation does not constitute a barrier to such common use of 
distribution and marketing systems as provincial regulations and licensing policies 
would permit. 


However, in light of the government’s policy concerns related to solvency, 
financial institutions and financial holding companies would have to meet a 
number of specific structural requirements. They would have to remain distinct 
corporate entities with their own boards of directors and financial statements. This 
would be particularly important from a supervisory point of view for assessing 
capital adequacy and liquidity and in the application of deposit insurance. 


With respect to commercial lending, increased competition could be facilitated in 
two ways: (1) widening the commercial lending powers of trust companies and 
other non-bank institutions, or (2) allowing financial holding companies to own a 
bank (to be known as a Schedule C bank). The government is disposed to the 
second approach. This would ensure that commercial lending engaged in by 
different financial institutions would be subject to the same regulatory regime. 
Institutions wishing to establish a Schedule C bank, of course, would have to meet 
rigorous criteria for financial soundness. 


To permit them the same opportunity for diversification as other institutions, 
provisions would be made to enable Canadian mutual insurance companies and 
co-operative credit associations to take full advantage of the financial holding 
company approach. Mutual companies would also be subject to appropriate 
limitations on the amount of policy-holders’ funds used for diversification 
purposes. 


The proposed changes relating to financial holding companies do not generally 
include Schedule A and B banks. It should be noted that extensive changes were 
made to the Bank Act in 1980. The government intends to focus at the present 
time on making changes to other financial legislation. Substantial changes to 
banking legislation are not being contemplated until the 1990 decennial review of 
the Bank Act, although there may be some changes including proposed 
amendments to the rules regarding reserve requirements. In the meantime, the 
government is prepared to begin consultations on the 1990 Bank Act review. 


One issue this raises is the implications for the competitive position of smaller, 
regional Schedule A banks in the period between passage of legislation associated 
with the proposals in this paper and subsequent amendments to the Bank Act. The 
government is concerned that the proposals in this paper do not disadvantage such 
institutions, and it will enter into discussions regarding ways of ensuring that they 
are able to maintain a healthy competitive position in the markets they serve. One 
way could be to allow such Schedule A banks, where circumstances warrant, to 
become Schedule C banks which would allow them, under a holding company 
framework, to diversify into related financial activities. 


With respect to investment dealers, the federal government recognizes that these 
institutions traditionally have been regulated at the provincial level. In recent 
years, a number of provincial governments have been reviewing their policies for 
this sector and in the process have considered the possibility of greater 
participation of financial institutions in the ownership of securities dealers. The 
federal government does not want to interfere with provincial policies in respect of 
the ownership of securities dealers and, therefore, proposes to allow investment in 
securities dealers’ equity by financial holding companies, to the extent permitted 
in the various provincial jurisdictions. 


The regulatory approach the government is proposing is expected to produce 
benefits to consumers and the economy. Financial institutions should have greater 
scope to react to market forces and to pursue cost efficiencies. In turn, consumers 
should benefit from a more competitive marketplace, more convenient financial 
packages, and possibly lower prices. The government recognizes that the proposed 
changes would make it easier for non-bank financial institutions to provide 
“one-stop shopping”. This should be interpreted, however, as facilitating such a 
trend, not promoting it. The government is confident that a sufficient variety of 
choice will continue to exist for those who wish to diversify their sources of 
financial services. 


As previously noted, one of the areas that will require a tougher set of rules is non- 
arm’s-length transactions, or self-dealing. This is of particular concern in the case 
of closely-held institutions where a single shareholder or a group of associated 
shareholders can potentially exert influence or control. There currently are rules 
prohibiting non-arm’s-length lending in trust, mortgage loan and insurance 
company legislation. Thus, the concept of a ban on self-dealing is already well 
established. However, the rules do not cover all types of situations or transactions. 
In the government’s view, the best way to provide the strict control over self- 
dealing that is essential is to broaden this ban and apply it rigorously to all types 
of financial transactions. This would be an essential feature of the government’s 
proposals to protect Canadians who entrust their savings to financial institutions. 


Another of the government’s regulatory concerns is the potential for conflicts of 
interest to occur in the provision of different types of financial services within a 
single institution or within a conglomerate. The government intends to 
significantly enhance protection for consumers in this regard. It is therefore 
proposing, among other things, the creation of a new public body to investigate 
complaints and represent consumer interests where abuses of this nature occur or 
are suspected. In addition, where trust and other financial activities are carried 
out in the same institution, or related group of institutions, the government is 
proposing that a clear separation be maintained between trust investment decision- 
making and other operations. 


In recognition of the increased complexity of the financial system, and the 
possibility of closer ties among institutions, the government will consider changes 
in its system of supervision. At present, the Office of the Inspector General of 
Banks supervises the chartered banks while the Department of Insurance 
supervises the trust, mortgage loan and insurance companies and other federally- 
regulated financial institutions. It may be appropriate to consolidate these 
functions in a comprehensive supervisory body. 


With respect to the ownership of financial institutions, the government’s view is 
that while restrictions limiting individual shareholdings to 10 per cent have helped 
to minimize the potential for self-dealing in the banking industry, they are not the 
only method of achieving such an objective. Strict controls on self-dealing can 
accomplish the same thing. It is therefore not the government’s intention to 
propose a retroactive restructuring of the ownership of non-bank financial institu- 
tions. Such a policy would waste effort and inhibit managerial innovativeness 

and efficiency, without being essential to the achievement of public policy goals. 


With regard to foreign ownership, the government proposes to leave the present 
rules unchanged. In addition, financial holding companies would be subject to the 
same general principles as presently exist in the trust and insurance legislation, 
i.e., that transfers of ownership would be restricted (on the basis of a maximum 
limit of 10 per cent for individual non-residents and 25 per cent for total foreign 
ownership), but new entry would be freely allowed. However, because Schedule C 
banks would be subject to the same foreign-ownership restrictions as Schedule A 
banks, they could not be part of a foreign-controlled financial holding company. 


Ministerial discretion over the formation of new financial institutions has been a 
traditional feature of financial institutions legislation. It has become apparent that 
there are also circumstances where Ministerial control over the transfer of 

shares is equally important. It is, therefore, the government’s intention to 

require Ministerial approval of transfers of significant blocks of shares of 
financial institutions. 


The need for a review of policy regarding deposit insurance has been underscored 
by the recent failure of some small insured deposit-taking institutions. A private 
sector group, headed by Robert Wyman, Chairman of Pemberton Houston 
Willoughby Incorporated, has been formed recently by the Minister of State 
(Finance) to review the Canada Deposit Insurance Corporation and its operations, 
and to produce a report. The government intends to wait for that report before 
making proposals in this area. 


The government is considering the simplification of investment rules for insurance, 
trust and mortgage loan companies and pension funds. The idea suggested by 
these institutions is to shift the nature of the rules from the current mainly 
“qualitative” approach (based on limiting investments in companies that do not 
meet earnings and dividends tests) to a “quantitative” or “portfolio” approach 
(based on limiting the proportion of a portfolio that can be invested in each type of 
security). Such a change would provide these institutions with greater leeway to 
choose the investments they feel are appropriate while still protecting against 
undue risk. Not only would this broaden the range of investments for financial 
institutions but it would enhance the ability of small and medium-sized businesses 
to issue new securities. The government is interested in discussing this matter 
further with interested parties. 


Changes of the magnitude described above, of course, would require a transition 
period during which financial institutions would have time to adjust. The 
government intends to consult with the financial sector to ensure that a reasonable 
time frame is provided for institutions to comply with new legislative requirements. 


The proposed changes would affect the following federal laws: Trust Companies 
Act, Loan Companies Act, Canadian and British Insurance Companies Act, 
Foreign Insurance Companies Act, Quebec Savings Banks Act, Co-operative 
Credit Associations Act, and the Pension Benefits Standards Act. Moreover, new 
financial holding companies legislation would be written and consequential 
changes to the Bank Act would be made. 


The government additionally proposes to introduce a cycle for the regular review 
of financial institutions legislation. The various acts would be reviewed at the 


same time every 10 years, with the review triggered by a “sunset” clause in each 
act. The decennial revision of the Bank Act would be shifted after 1990 to make it 
coincide thereafter with the decennial review of legislation for non-bank financial 
institutions. The government will also seek to have discussions with the provinces 
with the aim of harmonizing the federal review process with provincial reviews. 


B. Background: Summary of Developments 


(This section provides an overview of recent developments in Canada’s financial 
system. For the reader who wishes a further discussion, and for the reader not 
fully familiar with Canada’s financial system and its regulatory structure, a more 
extensive presentation of background information is provided in the Appendices of 
this paper.) 


Canada’s financial system has evolved with a structure that has been character- 
ized as the “four pillars”’, i.e., the chartered banks, the trust and mortgage loan 
companies, the life insurers and the investment dealers. There are other kinds of 
institutions as well: the financial co-operatives, property and casualty insurers, 
sales finance companies, leasing companies, pension and mutual funds and venture 
capital companies. There are also a number of federal and provincial government 
agencies providing financial services to the public. 


Table 1 shows the assets held by the major groups of financial institutions in 1967 
and 1984, and their shares of total financial-system assets in those years. It should 
be noted that this focus on financial asset holdings understates the importance in 
the financial system of institutions that provide services on a fee basis. Investment 
dealers, for example, have comparatively small asset holdings but play a central 
role in direct markets, underwriting and distributing most new issues of corporate 
and government securities and acting as brokers for the secondary trading of these 
securities. Trust companies, meanwhile, in their fiduciary function, administer 
assets such as trust, pension and mutual funds amounting to more than their own 
holdings of intermediated assets. 


The range of activities performed by these various institutions has changed over 
time. Legislative and regulatory changes have at times broadened and at other 
times restricted the powers of institutions in certain areas. At the same time, 
innovations within their legislated powers have enabled some institutions to 
change the nature of their business. Each of the “four pillars” has evolved 
considerably in this way. Banking today is not what banking was SO years ago. 
The same can be said about the life insurance business and the business of the 
trust and loan companies and investment dealers. Nevertheless, certain important 
distinctions have prevailed. The banks are the only institutions with full freedom 
in the field of commercial lending, the trust companies are the only companies 
enabled to undertake discretionary fiduciary activities, the life insurance 
companies are the only ones empowered to underwrite life insurance and issue life- 
contingent annuities, and only the investment dealers may underwrite corporate 
securities with full freedom and be members of the stock exchanges. 


A number of developments in recent years have brought into question whether 
those distinctions could be maintained without unreasonable interference in the 


Table 1 


Financial Assets of Canadian Financial Institutions, 1967 and June 1984 


Billions Per cent of 
of dollars system assets 
1967 1984 1967 1984 

Major deposit-taking institutions 

— Chartered banks 24.9 2 Wee 34.3 37.4 

— Trust and loan companies 7.0 63.3 9.6 11.1 

— Co-operatives ae: 40.2 4.5 7.0 
Contractual-savings institutions 

— Life insurers” 12.8 63.4 17.6 11.1 

— Trusteed pension funds 8.0 83.8 11.0 14.6 
Other financial institutions 

— Private sector? 10.8 62:9 14.9 11.0 

— Public sector? 5.9 45.1 8.1 qe: 
Total Jo. 57 2:6 100.0 100.0 


‘) Includes their accident and sickness insurance operations and segregated funds. 


°) Includes property and casualty insurance companies, sales finance and consumer loan companies, 
investment dealers, mutual funds, Quebec savings banks, mortgage investment trust corporations, 
financial leasing companies and business financing corporations. 


@) Excludes Bank of Canada. 
Source: Financial Flow Accounts, Canada Gazette, and Bank of Canada Review. 


market by governments. Indeed, the question has been raised as to whether, from 
a policy perspective, they need to be maintained. 


The economic environment has been a particularly important factor in generating 
the developments that have raised these questions. For more than a decade the 
economic environment has been characterized by volatile and for the most part 
high rates of inflation with a consequent instability in financial markets. For much 
of this period, borrowers and lenders moved to shorten the term of their financial 
commitments. Institutions that traditionally specialized in long-term financing 
were forced to compete in the short-term markets or face relative decline. 
Moreover, specific financial markets experienced sharp cycles that had significant 
impacts on institutions that depended heavily on those markets. Business lending 
boomed through the late 1970s and into the early 1980s and the chartered banks, 
which are the main providers of business loans, grew rapidly. Then in 1982, with 
the onset of the recession, that market went into a temporary decline and the 
banks’ growth was stalled for two years. Investment dealers, on the other hand, 
experienced first a dearth of corporate underwriting as inflation weakened bond 


and equity markets and then, since 1983, have experienced much stronger growth, 
with increases in both government and corporate securities issues. These shifts 

in markets have caused many financial institutions to be wary of narrow 
specialization and they have sought wider powers. 


Another important influence has been the application of new technology to the 
provision and distribution of financial services. To the extent that computerization 
has enabled institutions to provide more sophisticated and more comprehensive 
financial services packages at low cost to their customers, they have sought to 


broaden the services they can provide. This too has been a factor in the requests 
for access to wider powers. 


Canadian institutions have also taken note of developments in other countries. 
They have in some cases found applications to their own business and have 
developed comparable services within Canadian regulatory constraints. 


In addition, there have been some legislative and regulatory changes (such as, in 
recent years, the deregulation of securities brokers’ fees, the granting of limited 
leasing powers to the chartered banks, the broadening of the quality assets 
definitions for the trust and loan companies and, in previous decades, the granting 
of wider personal and mortgage lending powers to the chartered banks). These 
have given institutions the opportunity to provide broader services or to increase 
their activity in particular markets. Institutions have sought to take advantage of 
these new freedoms. 


There is, as well, a definite worldwide trend among financial institutions for the 
provision of financial services on an international basis. As a consequence, as 
institutions have attempted to position themselves to compete on the world stage, 
there have been pressures for a broadening of the functions that institutions can 
perform and for an easing of ownership restrictions. 


Finally, institutions that have come under common ownership have expressed 
interest in co-ordinating their services and in that way providing a broader array 
of services to their customers than their own individual powers would permit. 
Existing financial conglomerates have been brought under one roof through the 
creation of holding companies. In addition, new financial conglomerates have been 
formed by acquisitions of institutions in different financial sectors. Questions have 
been raised for public policy about how the existence of these new financial groups 
will affect the nature and soundness of the financial system. 


It is against this background of change and evolution that the government 

is considering regulatory changes. The next section of this paper addresses the 
major policy concerns that have motivated government regulation of the 
financial industry. 
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C. The Rationale for Regulation: Key Policy Issues 


The financial sector is more heavily supervised and regulated than other sectors of 
the economy for two important reasons. First, the financial sector occupies a 
central place in the economy through its role in allocating credit and as the core of 
the payments system. Second, financial institutions are in a unique position of 
trust in handling funds belonging to the general public. 


These considerations have led governments, since the early years of the country’s 
financial system, to be concerned with ensuring the solvency of banks and other 
financial institutions and maintaining public confidence in the financial system. In 
part, this regulatory emphasis reflected concern for the individual depositors and 
savers whose funds were entrusted to those institutions. In part, it reflected the 
concern that bankruptcies of financial institutions could shake public confidence 
in the financial system which could lead to a large-scale withdrawal of funds from 
such institutions. Such withdrawals, in turn, could result in a breakdown of the 
financial system in which not only savers and depositors would lose but the entire 
economy would suffer. 


The regulatory concern about solvency has been reinforced in recent years by the 
failure of several financial institutions. Since 1981, four property and casualty 
insurance companies have failed: The Strathcona General Insurance Company, 
Pitts Insurance Company, Cardinal Insurance Company, and Northern Union 
Insurance Company. In addition, 11 trust and mortgage loan companies have 
failed: District Trust Company, AMIC Mortgage Investment Corporation, 
Seaway Mortgage Corporation, Seaway Trust Company, Greymac Mortgage 
Corporation, Greymac Trust Company, Crown Trust Company, The Fidelity 
Trust Company, Northguard Mortgage Corporation, Pioneer Trust Company, and 
Western Capital Trust Company. In addition, a federal-provincial support 
package was provided to a small chartered bank. These developments have 
focused the attention of the public and regulators alike on the soundness of 
financial institutions. 


While solvency has historically been, and continues to be, the prime regulatory 
issue, a wider array of concerns have gained increased prominence in the past 
three decades. These include self-dealing, conflicts of interest, competition and 
efficiency in financial intermediation, and the concentration of ownership. These 
are explored in greater detail below. 


In developing and implementing regulatory policy, government is also aware of the 
need for “competitive equity’’, or the fair treatment of different institutional 
groups. Currently, different institutional groups are subject to different 
regulations, even for some services that are similar. This has been a source of 
complaints and has led to requests that the government provide a “level playing 
field” for the different institutional groups. 


The notion of “competitive equity” is interpreted in the financial community in 
different ways. Some financial industry participants argue that it is unfair and 
inequitable for some types of institutions to be able to offer a wider range of 
services than others. Some participants interpret competitive equity as meaning 
that if two institutions are engaged in identical functions, they should be regulated 
identically with respect to those functions. 


It is recognized by the government that regulation must be fair and equitable. 
However, this does not necessarily imply that all institutional groups should be 
regulated identically. The government’s view is that the regulation of institutional 
groups should be looked at in its totality, rather than by individual functions or 
activities. Different institutional groups are in total doing different things, even 
though some of the things they are doing are similar. Because the combination of 
financial activities for each group is different, they may not, for public policy 
reasons, always be regulated identically; but this does not mean that they are 
being treated inequitably. 


C.1. The Solvency of Financial Institutions 


As a practical matter, a solvent institution is one that has a positive net worth. 
Governments are concerned about the solvency of financial institutions, not as an 
end in itself, but rather as a means to achieve broader goals relating to stability of 
the financial system and to consumer protection. 


The protection of savers is a major reason why this government is concerned with 
solvency. The failure of an individual financial institution, whether it be a deposit- 
taking institution, insurance company or pension fund, could have devastating 
implications for those who put their money in that institution. Millions of 
Canadians have entrusted their savings to financial institutions and a large 
proportion of them know little, if anything, about the risks those institutions are 
incurring in the course of their business dealings. 


Another reason for seeking to ensure the solvency of financial institutions is the 
concern for the stability of the financial system as a whole. If the financial system 
were severely disrupted, the flow of funds from savers to borrowers could be 
impeded, with negative consequences for productive investment and economic 
growth. In addition to facilitating savings and investment, financial institutions 
provide a wide range of important financial services and constitute the core of the 
national payments system. The daily clearing of cheques and other payments plays 
a central role in all aspects of economic activity, including incomes, spending, and 
international trade. Since any disruption to the financial system would create 
problems in these other areas as well, governments have sought to ensure stability 
and have given this goal a high priority in public policy. Regulators must, 
therefore, be concerned with whether a failure of a financial institution would 
have repercussions for public confidence in the financial system as a whole. 


The Potential for System Failure 


There are a number of ways in which a financial-system crisis could evolve out of 
the failure of an individual institution. One way, which is now largely prevented by 


deposit insurance, is that the failure of a single deposit-taking institution might 
cause individual depositors to withdraw funds from other similar deposit-taking 
institutions. Such public reaction stands in contrast with other industries where 
the failure of one firm is often regarded as simply evidence of the market 
“weeding out” the inefficient. 


A second way would be a “flight to quality” on the part of money market 
investors, whereby the securities issued by suspect institutions would be avoided in 
favour of safer investments. Such a development could be sparked by a failure, or 
even a rumor of a failure, of a financial institution. In both cases, the problem for 
financial institutions which are losing deposits or cannot sell debt securities in 
order to raise funds, is really one of liquidity. One solution in such circumstances 
is to supply emergency funds or liquidity to avert the failure of firms that would 
otherwise be financially sound. 


The third way a financial crisis could occur is where a severe non-financial shock, 
such as the bankruptcy of a major industrial company, causes a forced liquidation 
of the assets held by financial institutions. In such a situation, the loans made to, 
or the investments made in, the bankrupt company would be lost. If the losses 
were sufficiently severe, the financial institutions’ capital base could be sharply 
reduced, possibly bringing them to the brink of insolvency. The institutions, in this 
case, might still be capable of continuing operations on a going-concern basis and 
be able to recover to a healthy financial position as new profits were earned and as 
new capital was injected. They would, however, be bankrupt if required to 
liquidate their assets under forced-sale conditions where asset prices would be 
driven down. The task in this case would be to prevent a large-scale liquidation of 
financial-system assets which, by driving prices below their warranted values, 
could bring more and more institutions into insolvency. 


Any institution that lends may face the risk of insolvency. No borrower, however 
sound initially, is immune from bad luck or business failure. Lenders, therefore, 
cannot be completely insulated from economic realities by a regulatory process. It 
has been the government’s responsibility, not to prevent such business or economic 
shocks — which would be impossible in a market-oriented economy — but to 
diminish the impact they could have on the overall system. That capacity on the 
part of government is critical to the continuance of confidence in the financial 
system of any country. 


Protection for Savers and Investors 


There are three ways of providing some assurances to individuals who are 
investing or saving through the financial system. One way is to ensure that they 
have access to full information about the financial instruments involved and about 
the institutions with which they are dealing. Investors are then in a better position 
to assess the risks involved and to make informed choices about where and with 
whom to place their funds. Such disclosure requirements play an important role in 
direct markets where underwriters must file detailed prospectuses with respect to 
the issuance of stocks and bonds. 
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The second way is to provide some assurances to savers and investors that the 
institutions with which they deal will be in a position to live up to their obligations 
by requiring them to observe standards of prudency. This is the basis of much of 
the governmental supervision of all major types of financial institutions. In the 
case of contractual-savings institutions, such as pension funds and life insurers, 
this has been the only safeguard and is therefore crucially important. 


A third way is to provide investors and savers with some guarantee on the 
securities involved, to the effect that all or part of their funds would be repaid 
should any difficulties with the institution arise. Deposit insurance provides an 
example of this third approach. Deposit insurance is subject to a limit of $60,000 
per person, per institution. Because the average size of deposits held by individuals 
is much smaller, most individual depositors receive full protection. 


There are some differences in the usefulness of the three approaches for the 
different types of financial institutions and with respect to the different groups of 
savers and investors. For example, financially sophisticated individuals may be 
able to make effective use of information provided through stringent disclosure 
requirements in order to judge investment risk. This is the rationale for prospectus 
requirements for the issuance of stocks and bonds. However, the average investor 
could not be expected to fully understand financial institutions’ balance sheets, to 
evaluate the riskiness of their investment portfolios, or to interpret actuarial 
reports. For the majority of individuals, therefore, increased disclosure would 
provide little effective protection. 


Insurance, on the other hand, is effective protection for the small, less- 
sophisticated investors to whom disclosure would mean little. But it does have its 
costs. Under the present structure of deposit insurance, any losses arising from 
failures must be made up through premiums paid by deposit-taking institutions 
and ultimately by their clients and shareholders. In addition, it is apparent that 
the existence of deposit insurance may make depositors less sensitive to the risks of 
loss. This may have the negative consequence of allowing some imprudently and 
inefficiently managed firms to grow more rapidly than could otherwise be possible. 
As well, a deposit-taking firm suffering losses from poor investments might offer 
higher interest rates to attract funds in order to stay afloat. Facing no default risk, 
individuals would naturally find it attractive to place funds with the firm to take 
advantage of the higher return. Even if they suspect that an institution may be on 
the verge of failure, individuals may invest up to the deposit insurance limit to 
take advantage of the higher rate of return. 


There are also limitations to the efficacy of regulation and supervision. They do 
not, for example, provide the investor with the same degree of assurance as does a 
direct guarantee. Financial institutions have, after all, gone bankrupt despite the 
regulations that exist. In addition, government supervisors may not be any better 
at assessing risk and averting it than the executives of the financial institutions. In 
the 1970s, for example, lending to foreign countries, particularly those with oil, 
seemed to be a safe investment to both financial executives and government 
supervisors alike. In the 1980s, however, there has been considerable worry that 
some of these sovereign borrowers would default on the loans. Moreover, 
supervisory authorities may not have the necessary powers to deal with all 
unsatisfactory situations even if the underlying problems could be identified. 


Solvency Concern Not Diminished 


Canada’s financial system has clearly evolved a long way since its early years. At 
that time, many institutions lacked experience, and in some cases had inadequate 
liquidity support systems for the times that trouble arose. Now, institutions are 
more sophisticated and experienced. Moreover, important back-up systems have 
been put in place to provide support to otherwise sound firms facing short-run 
liquidity problems. And deposit insurance has worked to minimize runs by 

small depositors. 


The exact exposure of institutions to risk in the modern financial system remains 
difficult to assess, however. The size of outstanding loans has increased and 
debtors and financial institutions both tend to be more highly leveraged (that is, 
they have lower capital-to-assets ratios). In addition, financing arrangements have 
become increasingly complex. It is clear that public policy must continue to 
address the solvency concern. 


The extent of the regulation required to ensure that the financial system can 
withstand any likely shocks is, of course, difficult to determine. Moreover, 
regulation carries a number of costs. And, since an effective and dynamic financial 
system must undoubtedly incur some risk, a trade-off must be struck. 


One of the questions raised by recent developments in Canada’s financial system is 
the following: has the development of links among different types of institutions 
had a bearing on the risk of insolvency? This question is difficult to answer 
definitively. The risks for the stability of the financial system are not easy to 
evaluate because it is difficult to anticipate the circumstances that could trigger a 
crisis. It must be noted, however, that given the diversity of financial-system 
structures currently in place around the world, there does not appear to 

be any clear connection between the stability of a financial system and any 
particular structure. 


C.2. Self-dealing and Conflicts of Interest 


Self-dealing and conflicts of interest are not problems unique to the financial 
sector. Indeed, they exist in all types of businesses. It would be fair to say, 
however, that governments have regarded self-dealing and conflicts of interest in 
the financial sector to be more worrisome than those in the non-financial sectors of 
the economy. 


The reason for this is twofold. First, financial institutions influence the allocation 
of resources in the economy. Their decisions, therefore, have important 
consequences for the efficient functioning of the whole economy. Where self- 
dealing and conflicts of interest exist, decisions that could otherwise be made at 
arm’s length in the marketplace are made internally, i.e., inside an institution or 
between two affiliated institutions. Thus, for example, the interest rate on a loan 
or deposit, or the transaction price on a purchase or sale of assets, could be 
established in an arbitrary way, rather than by the impartial forces of the 
marketplace. This reduces economic efficiency. 


15 


Second, the amount of funds that financial institutions borrow from the general 
public, or handle on its behalf, far exceeds the equity investment of their 
shareholders. Thus, a great deal of public trust is placed in financial institutions. If 
trust is abused, confidence can be shaken. It is, therefore, a concern of this 
government that not only does the financial system function fairly and protect 
consumers’ interests, but that it be seen to function fairly. 


Not all situations of self-dealing or conflict of interest are of equal severity or of 
equal concern to regulators. Financial institutions are likely to find it in their own 
long-run interests to be scrupulous in their handling of such situations. Indeed, 
competitive forces tend to impose such a discipline. If an institution’s reputation is 
tarnished by a reported abuse, customers may go elsewhere. Nevertheless, there 
are situations where the potential costs arising from even isolated abuses are high. 
For example, if self-dealing or a conflict of interest leads to an abuse that 
threatens the health of the financial institution, it is very much also an issue of 
solvency and of heightened concern to public policy. 


Self-dealing 
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Self-dealing is generally defined as a non-arm’s-length transaction. This would 
involve transactions of any kind between a financial institution and its principals. 
These principals could be major shareholders, directors, or senior officers of the 
institution, or companies which the principals own or with which they are 
otherwise affiliated. It would also involve transactions between a financial 
institution and its subsidiaries or affiliates. 


The various possible types of transactions that would involve self-dealing are not 
all of equal concern. For example, where regulated financial subsidiaries are 
wholly owned by the financial institution, transactions between them are generally 
of no concern. This reflects the fact that these institutions would be regulated on a 
fully consolidated basis. Among those transactions that most concern regulators 
are the following: 


¢ A loan by a financial institution to principals, or to companies that the 
principals own or with which they are otherwise affiliated. 


¢ The sale of assets between a financial institution and its principals, 
companies they own, or companies with which they are otherwise associated. 


¢ The use of trust funds managed by a financial institution to benefit in some 
way the other interests of the financial institution’s principals (for example, 
companies that they own or with which they are otherwise affiliated). 


These examples involve the use of the financial institution’s funds or the funds it 
manages to benefit a major shareholder, a director or a senior officer, i.e., those 
who would have an influence on how the financial institution invests funds. In the 
operation of trust accounts, any transactions involving the financial institution 
itself (or the securities of a company owned by or affiliated with the financial 
institution or its principals) would be self-dealing. 


Self-dealing is not necessarily harmful to the interests of a financial institution or 
the savings entrusted to it. But, in the past, many problems have developed for 


financial institutions in connection with non-arm’s-length transactions of the sort 
mentioned above. Financial institutions have suffered substantial losses as a result 
of loans to or investments in businesses associated with a principal. There have 
also been losses and failures due to the purchase by financial institutions of non- 
financial assets, such as real estate, from businesses associated with a principal. In 
non-arm’s-length transactions involving the sale or purchase of assets, there is an 
opportunity for prices to be set at artificial or unrealistic levels, or special terms 
and conditions fixed, in order to benefit a principal at the expense of the financial 
institution and the funds it manages. 


Self-dealing abuses have the potential to cause such enormous losses for a 
financial institution that they lead to insolvency, causing losses to customers and 
threatening the stability of the financial system. This is the main reason that 
regulators regard self-dealing as an extremely serious matter. 


Conflicts of Interest 


Since financial institutions perform a wide array of functions which place them in 
an intermediary or go-between role, they act not only on their own behalf but also 
as agents on behalf of clients. Whenever a financial institution must choose 
between its own interests and those of a client on whose behalf it is acting or whom 
it is advising, the financial institution finds itself in a conflict of interest. 


Conflicts of interest generally do not directly threaten the solvency of the financial 
institution concerned. They usually arise out of the linking of two types of 
financial services within the same institution, such as the combination of 
underwriting and fiduciary services or fiduciary services and deposit-taking. Some 
conflict of interest situations are commonplace. For example, a financial 
institution that invests trust funds or RRSPs it administers in a security or a 
deposit offered by itself is in a conflict situation. While usually not a concern from 
a solvency point of view, abuses of such conflict of interest situations can generate 
substantial losses for individual customers and, therefore, raise consumer 
protection concerns for government. 


The list of conflicts provided below is not intended to be exhaustive, but only to 
illustrate the types of conflicts that could create severe difficulties of choice for 
an institution. 


In considering these examples, it is important to bear in mind that judgements can 
differ about which conflicts pose the most intractable problems for institutions. 
Some of the examples represent conflict situations that exist and are tolerated by 
regulatory authorities in Canada or other countries. Others are dealt with through 
separation of the functions involved. For example, Canada and the United States 
enforce a separation of function in the case of underwriting and commercial 
lending, whereas Switzerland and the Federal Republic of Germany, among 
others, do not. Britain, on the other hand, has until recently separated the 
functions of underwriting and securities distribution, whereas neither Canada, the 
United States, nor the Federal Republic of Germany does. With regard to 
trusteeship and commercial lending, Britain enforces a separation of function, 
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while Canada enforces a separation of function for the chartered banks which are 
the most important commercial lenders. The United States, on the other hand, 
invokes a “Chinese Wall”, or a wall of silence, between the two functions within a 
single institution. Where a Chinese Wall is in place, confidential information is 
not permitted to pass through it, even though the wall may be separating two 
divisions within the same financial institution. 


Conflicts of interest relevant to the financial sector include: 


(i) Commercial Lending and Securities Marketing: As a commercial lender, a 
financial institution acts on its own behalf. As a marketer of debt, it can act on 
behalf of the investing public, providing advice as to which securities to buy. An 
institution that markets the securities of a corporation to which it also lends is, 
therefore, in a conflict of interest position, trading off its own interests as both 
creditor and securities vendor against those of the clients to whom it is providing 
investment advice. 


The financial institution in that situation could face a particularly difficult choice 
if the corporate client were in financial difficulties (with the financial institution 
exposed to risk as a result of the outstanding loans it has made to the corporation). 
For example, the institution could well be in the position of promoting the 
corporation’s debt securities to its investor clients to help the corporation raise 
funds to repay debts owed to the institution. 


(11) Commercial Lending and the Management of Trusts: As a commercial lender, 
a financial institution acts on its own behalf. As a trustee, it acts on behalf of the 
trust beneficiary. A financial institution that is in a position to both lend to, and 
invest trust funds in, a corporation would, therefore, face a conflict of interest, 
whereby it has to trade off its own interests against those of the trust beneficiary. 


The most difficult position for the financial] institution would appear to be the case 
where it had loans to, and/or trust fund investments in, a corporation that was 
experiencing financial difficulties. For example, the financial institution could be 
faced with the problem of whether to make further trust fund investments in the 
corporation in order to protect its outstanding loans, or to make further loans to 
protect its trust investments. 


(ii) Securities-related Activities and the Management of Trusts: In its Capacity as 
underwriter, a financial institution may act on its own behalf or on behalf of the 
issuer in the distribution of securities. As well, it has its own interest in securing 
underwriting contracts to increase its fee income. In its capacity as a trustee, it 
acts on behalf of its trust beneficiaries. If it were in a position to invest trust funds 
in securities that it was underwriting, the financial institution would face a conflict 
of interest trading off its own interests against those of the trust beneficiaries. 


One particular circumstance in which difficult choices could arise is when 
securities underwritten by the financial institution were not selling well in the 
market and trust funds could be used to buy them. In another circumstance, the 
financial institution could be in a position to use its control over a pool of trust 
funds to increase its securities distribution capability and thereby win 
underwriting contracts. 


(iv) Deposit-taking and the Management of Trusts: As a deposit-taker, a financial 
institution acts on its own behalf. As a manager of trust funds, it acts on behalf of 
its trust beneficiaries. If it were to invest trust funds in its own deposit 
instruments, it would therefore face a conflict of interest whereby it would be 
trading off its own interests against those of the trust beneficiaries. 


Serious losses could arise if the financial institution were facing liquidity problems 
with regard to its deposit-taking activities and could channel trust funds into its 
own deposit instruments or securities. 


(v) Underwriting and Securities Distribution: As an underwriter, a financial 
institution may act on behalf of itself. As a distributor, it plays an additional role 
advising the investing public regarding investment opportunities. The financial 
institution that acts in both roles faces, therefore, a conflict of interest, whereby it 
would be trading off its own interests against those of investors to whom it is 
providing advice. 


Difficult choices could arise if an underwritten security issue were not selling 
because of financial difficulties being experienced by the issuing corporation. In 
such a situation, the financial institution would be faced with the problem of 
whether to promote the issue to its investor clients or to hold the issue on its own 
account and suffer whatever losses might accrue. 


Policy Approaches to Self-dealing and Conflicts of Interest 


In considering different approaches to self-dealing and conflicts of interest, it is 
important to bear in mind that the degree of concern arising from a self-dealing or 
conflict situation will vary with the circumstances. In many cases, individuals or 
institutions may be able to perform functions where self-dealing or conflicts of 
interest are involved and discharge their responsibilities in wholly appropriate 
ways. However, when these same individuals or institutions are placed under a 
great deal of pressure, then the difficulty of resolving these situations in an 
objective way increases. 


For example, an investor who is a controlling shareholder of a financial institution 
may, when times are reasonably good, make no demands for funds from the 
financial institution. But in times of recession, losses could begin to accumulate for 
the investor in his or her other business activities. If the pressure were great 
enough, the investor might be very much tempted to ask the financial institution to 
provide funds, to buy assets of questionable worth from the investor or his or her 
associates, to buy such assets at higher than market prices, or to make other types 
of investments or loans that expose the financial institution to the risk of failure 
while profiting the investor through his or her associated interests. As controlling 
shareholder, the investor would be able to insist on it. In addition, the transactions 
could be done very quickly and without regulators finding out until after the fact. 


There also exists the possibility of an unscrupulous individual gaining control of a 
financial institution and misusing the funds entrusted to it. 


The following outlines the ways that governments have to date attempted to stem 
abuses due to self-dealing and conflicts of interest. 
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Self-dealing 
There are several specific provisions in Canadian law restricting self-dealing. 


1. Loans to Officers and Employees: The existing trust, mortgage loan 
and insurance legislation prohibits loans to officers but has no limitation or 
prohibition concerning loans to employees who are not officers or directors. 
The Bank Act permits loans to employees and officers of chartered banks 
subject to the following conditions: first, that any loan that causes the total 
indebtedness by an employee or officer to exceed $25,000 must carry the 
approval of the board of directors; and second, that any loan, other than a 
loan on the security of the employee’s or officer’s ordinary residence, be 
limited to $25,000 or one year’s salary, whichever is larger. There is no limit 
on the size of a loan secured by the ordinary residence of the employee 
or officer. 


2. Loans to Directors: The existing trust, mortgage loan, and 
insurance company legislation prohibits loans to directors. Except in the first 
two years of a bank’s existence, the Bank Act permits loans to directors 
subject to the stipulation that there be no special terms and that the loan, if it 
exceeds 2 per cent of the capital and contributed surplus of the bank, must 
carry the approval of a two-thirds vote of the board of directors. 


3. Loans to Substantial Shareholders: The present trust, loan and 
insurance legislation prohibits loans to substantial shareholders (defined as 
those which have equity holdings of more than 10 per cent). 


4. Investment in Shares or Debt Securities of a Substantial 
Shareholder: The present trust, mortgage loan and insurance legislation 
prohibits investments in the shares or debt securities of a corporation that is a 
substantial shareholder. 


5. The Purchase of Property from, or Sale of Property to, a 
Substantial Shareholder, Officer or Director: Existing legislation applicable 
to trust and mortgage loan companies, insurance companies and banks does 
not address this type of transaction, except with limited application in the 
case of mortgage investment companies. The Bank Act requires directors and 
officers to declare their interest where they are party to a proposed contract 
with the bank. 


6. Transactions with a Corporation in which a Substantial 
Shareholder of the Financial Institution has a Significant Interest: Under 
the present trust, loan and insurance company legislation, loans cannot be 
made to, and investments cannot be made in, corporations in which a 
substantial shareholder has more than a 10-per-cent equity interest. There is 
a possibility of an exemption from this prohibition, but only if the Minister of 
Finance is satisfied that the decision of the financial institution to make the 
loan or the investment has not been and is not likely to be influenced in any 
way by the substantial shareholder, and does not involve in any significant 
way the interests of the substantial shareholder, apart from his or her 
interests as a shareholder of the financial institution. This Ministerial 


exemption authority also applies with respect to loans to or investments in 
substantial shareholders. Under the Bank Act, if a principal has a 10-per- 
cent interest in a corporation, or is a director or officer of the corporation or 
any controlling corporation, a bank is permitted to lend to the corporation as 
long as there are no special terms. In addition, if the loan exceeds 2 per cent 
of the capital and contributed surplus of the bank, it must be approved by 


two-thirds of the board of directors. The purchase of debt securities is subject 
to the same conditions as are loans. 


In addition, ownership restrictions applying to Schedule A banks have had the 
effect of ensuring dispersed ownership and this has served to minimize self-dealing 
concerns for banks. The limits on bank holdings of the equity of non-financial 
companies has also minimized the potential for self-dealing. 


Conflicts of Interest 


There exist a number of mechanisms that deal with conflict of interest situations 
in Canada. First, there is 4 separation of function between commercial lending 
and securities-related activities. Chartered banks are the main commercial lenders 
and they are prohibited from underwriting corporate securities, although they are 
allowed to participate passively in a selling group. Banks are also prohibited from 
promoting specific corporate securities or providing investment advice to their 
customers, although they are allowed to arrange securities transactions for their 
customers through brokers. 


Meanwhile, trust companies, which do some commercial lending, are similarly 
prohibited from underwriting. In addition, trust companies can be sometimes 
restricted in their management of trust funds by the terms of individual 

trust contracts. 


Investment dealers, which perform both underwriting and securities distribution, 
are subject to insider-trading guidelines but are not otherwise supervised with 
respect to the conflicts of interest to which these two activities can give rise. 


Considerations for the Future 


New developments in Canada’s financial industry, including the development of 
closer working ties among different types of financial institutions, the trend 
towards concentrated ownership of trust companies and insurance companies, and 
failures that have been linked to self-dealing by majority shareholders, have raised 
questions about the adequacy and appropriateness of the current system of 
regulating self-dealing and conflicts of interest. 


As noted above, not all self-dealing and conflicts of interest are likely to be of 
equal severity or of equal concern to public policy makers. But where costs are 
high, public policy must be resolute. This is so, even if cases of abuse might 


be infrequent. 
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The possible damage to public confidence must also be considered. Public 
confidence is the lubricant which allows a smooth functioning of the financial 
system; its value is not easily calculated. Also not easily calculated is the extent to 
which it depends on the general belief that conflicts of interest and self-dealing 
will not be permitted to lead to abuses, however small. In considering the future 
evolution of the financial system, this is clearly one of the more important 
considerations. Therefore, measures to ensure the control of self-dealing and 
conflicts of interest, and improved powers for regulators, are an important part of 
the proposals contained in this paper. 


C.3. Competition and Concentration 


Competition 
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The goal of promoting competition in the financial system gained prominence in 
public policy thinking following the publication in 1964 of the report of the Porter 
Royal Commission on Banking and Finance. Influenced by the report, most policy 
initiatives since then have had, at least in part, the goal of promoting competition 
as a way of encouraging greater efficiency in the financial system and greater 
choice for savers, investors and consumers of financial services. 


Prior to 1967, the only federal government policy directly concerned with 
competition in the financial system was a restriction on mergers involving banks, 
insurance, and mortgage loan and trust companies. The 1967 Bank Act revision, 
however, aimed at promoting competition as follows: (1) it allowed banks to make 
conventional mortgage loans to increase competition in the mortgage market; 

(2) it removed the 6-per-cent ceiling on bank loan rates and reduced the reserve 
requirements on notice and term deposits for banks, which were factors that had 
hindered the banks’ ability to compete for term deposits; and (3) it placed limits 
on bank investments in trust companies out of concern for the danger of allowing 
further increases in the degree of concentration among financial institutions and 
because of the potential conflicts of interest involved. The 1967 revisions also 
prohibited interlocking directorships between banks and other financial 
institutions, and collusive behaviour on the part of the banks in setting interest 
rates on loans and deposits. This latter provision was aimed at increasing the 
degree of price competition among financial institutions. 


More recently, the 1980 Bank Act revisions have eased the barriers to entry into 
the banking system. Prior to 1980, a bank could be created only by special 
legislation passed by Parliament. This is now possible by letters patent, a process 
which requires the approval of the federal Cabinet. As well, this latest revision to 
the Bank Act permitted provincial governments to assist in the creation of a new 
bank by owning shares in the bank temporarily. In addition, while established 
banks are subject to a rule preventing any one shareholder from owning more than 
10 per cent of their stock, this rule is waived for a period of 10 years for newly- 
formed banks. Furthermore, the 1980 revisions allowed wholly-owned foreign 
bank subsidiaries in Canada to gain bank status. All of these measures had the 
effect of making entry into banking easier and of promoting competition in the 
financial system. 


Concentration 


The potential for an increase in concentration in the financial system has been one 
of the main concerns expressed in discussions of regulatory change in the 
Canadian financial system. As indicated below, the issue of concentration in the 
financial sector and its impact on competition is a complicated one to assess. 


From an economist’s perspective, concern about the degree of concentration in a 
market stems largely from the belief that the behaviour and performance of firms 
is, in part, determined by the structure of their industry. It is believed that, in a 
highly concentrated environment, with a few large firms dominating the market, 
non-competitive behaviour will be fostered and the resulting loss of competition 
will impair the efficiency of the industry. The disadvantages that could be 
expected to flow from such a situation include higher costs, less choice for 
consumers and less innovation. 


There are, however, a number of offsetting considerations. It is not necessarily the 
case that higher concentration is always undesirable. For example, large size may 
confer competitive advantage on Canadian institutions in international markets. 
Canada’s major banks, for example, are important players in international 
markets. In addition, large financial institutions with diversified activities may be 
able to weather declines in business activity that could lead to the failure of 
smaller firms. Diversification, both regionally and in terms of activities, can be an 
important advantage to firms especially when particular regions or markets 
experience instability. Such diversification is generally not feasible for small firms. 
It is also possible that large size and substantial financial resources may enable 
financial institutions to invest in new technology more easily. However, in this 
regard, it is notable that in Canada the financial co-operatives have been at the 
forefront of a number of technical innovations despite their relatively small size 
individually. For example, they were the first institutions in Canada to offer daily 
interest on deposits and more recently to introduce debit cards as a payment 
mechanism. Finally, it must be noted that economies of scale or scope are often 
thought to confer significant advantages to firms in some industries. It is not, 
however, clear that beyond a certain minimum size, such scale or scope economies 
are of significance in the financial sector and, indeed, academic evidence suggests 
they are not. 


It should be noted that an increase in concentration or a high degree of 
concentration does not necessarily reduce competition despite the strong 
presumption that it will. In assessing the effect that concentration has on 
competition, barriers to entry must also be taken into account. The latitude for 
existing firms to engage in non-competitive behaviour would depend on how easy 
or difficult it is for other firms to begin serving the same market. As long as entry 
is not impeded, non-competitive behaviour leading to inefficiencies would create 
the competitive opportunity for more aggressive firms to enter the market or to 
capture additional market share. 


Two factors are taken into account in estimating the degree of concentration in a 
market: the number of firms and the size of the firms. The greater the number of 
firms the less concentrated the market is considered to be. However, if a market is 
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characterized by a few big firms and a lot of little firms, the degree of concentra- 
tion may depend on the extent to which the big firms dominate the industry. 


In the financial sector, the various institutional groups are usually thought of as 
separate industries. Thus, the banks are thought of as one industry, the trust 
companies another, the life insurance companies yet another, and so on. When 
these individual institutional groups are considered, several, with a handful of 
large institutions and a large number of smaller institutions, have a relatively high 
degree of concentration. The following table provides a rough approximation of 
the degree to which institutional groups are dominated by their five largest firms. 


Table 2 


A Measure of Concentration Within Institutional Groups 


Share of assets of five largest firms 


Chartered banks" 80% 
Trust and mortgage loan companies 40% 
Life insurers 50% 


Property and casualty insurers 20% 


Share of industry capital of five largest firms 


Investment dealers 66% 


‘) In the calculations, assets of mortgage loan subsidiaries are included. 
Source: Department of Finance. 


However, firms that are in different institutional groups are very often competitors 
in the same markets. While some firms may be large in terms of total assets or 
revenues, and may even appear to dominate their industry, these individual firms 
are not necessarily dominant in any particular market for financial services. For 
example, while banks are in a different institutional group than trust companies, 
both are active in the deposit-taking market and the mortgage market. Thus, it 
would be simplistic to focus only on the make-up of individual institutional groups 
in considering the degree of concentration. 


When, indeed, the number of different institutional groups serving particular 
markets is taken into account, there appears to be little cause for concern about 
concentration in the financial sector. At present, the number of firms active in 
individual markets is sufficiently large to ensure a very competitive environment, 
1.e., despite the relatively high degree of concentration within some institutional 
groups, there is a low degree of market concentration in the provision of most 
financial services. 


The relative ease of entry into Canadian financial markets augurs well for 
competition. This is especially true in the case of the market for major government 


and business financing. With the internationalization of financial services, foreign 
financial institutions are increasingly able to serve the Canadian markets. Thus, in 
addition to the competition among Canadian-owned firms, competition from 
abroad serves to bolster the competitive environment within Canada. 


Considerations for the Future 


The diversification efforts by the major institutional groups increasingly bring 
them into competition with each other. The resulting greater competition 
should be generally regarded as positive for financial markets and consumers of 
financial services. 


There is, however, a longer-run risk that, as a result of the competitive battles, 
some firms will disappear, either through mergers or failures, and market 
concentration could ultimately become higher than it is now. There is no way of 
knowing in advance whether this will happen, or if it does happen, that it will 
adversely affect competition. One safeguard against this happening is the current 
legislative provision that requires Ministerial approval of mergers involving any 
federally-incorporated banks, trust companies, mortgage loan companies and 
insurance companies. Thus, the federal government has the power to stop 

any mergers of such federally-incorporated companies that would have an 
undesirable effect on market concentration and the competitive environment for 
financial services. 


To a certain extent, the concern that has been expressed over the trend to 
diversification and the possible removal of barriers to inter-industry competition 
has not been focused so much on a potential increase in concentration in individual 
markets, but rather on the possibility that one type of institutional group might 
come to dominate other types. This view appears to reflect several considerations. 
First, certain types of activities might be better springboards for entry into others. 
For example, it may be far easier for deposit-taking institutions with their branch 
networks to move into the securities or insurance businesses than for an investment 
dealer or life insurer to move into the retail deposit-taking business. Second, the 
fact that some financial institutions are already substantially bigger than others 
might, it is felt by some, give them the competitive edge if institutional barriers 
are lowered. According to this view, the large size of some firms may give them 
greater capital resources and management expertise in any attempt to move into 
non-traditional areas of business. 


The large size of financial institutions may be a concern in another respect: should 
financial institutions become very large, a failure of a single institution then would 
be very damaging to the financial system and the economy as a whole. 
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D. Federal-Provincial Harmonization 


The division of jurisdiction over financial institutions among the federal and 
provincial governments raises numerous issues which are often complex and 
sensitive. The co-operation and co-ordination of policy among governments is an 
important requirement for a smoothly functioning system. Conversely, differences 


in regulatory philosophy on the part of the various regulatory authorities could 
lead to difficulties. 


There are two practical approaches to resolving the problems of overlapping 
responsibilities and potentially conflicting policy approaches at the two levels of 
government. First, federal and provincial governments could attempt to 
disentangle the jurisdictional overlaps. This would involve negotiations towards an 
agreement regarding which types of institutions and activities would be under 
federal jurisdiction, and which would be under provincial jurisdiction. This is not 
impossible to do. But it could take a great deal of time and thus postpone needed 
regulatory change. 


Second, the federal and provincial governments could attempt to harmonize their 
approaches to regulatory change. This is the federal government’s preferred route. 
With the new spirit of co-operation that has been brought to federal-provincial 
relations, this approach has a good chance of succeeding. 


The sharing of jurisdiction has not proven to be an insurmountable handicap to 
extensive co-operation and co-ordination in the past. Over the years, federal- 
provincial and interprovincial co-operation has been evident in a number of areas 
and has paved the way for some reduction of regulatory discrepancies. This has 
been particularly true with regard to trust companies, as many provinces have 
modelled their own trust companies’ acts after federal legislation. There have been 
other examples as well. With regard to deposit insurance, Ontario and Quebec 
developed their own programs shortly before the federal government passed 
deposit insurance legislation in 1967. Following the passage of the federal 
legislation, however, Ontario elected to come under the federal program, while 
Quebec worked out an agreement with the federal government for coverage of the 
different types of institutions. Federal-provincial co-operation was also in evidence 
when the Canada Deposit Insurance Corporation (CDIC) was empowered to 
make emergency liquidity loans to credit union centrals. These are provincially- 
incorporated and supervised institutions and operate largely within provincial 
boundaries. Those that have registered under the federal Co-operative Credit 
Associations Act have gained federal recognition and access to emergency 
liquidity funds from the CDIC. 


Given these examples of co-operation between the two levels of government in the 
past, the federal government is confident that, with consultation, the federal and 
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provincial governments can achieve the appropriate harmonization of their 
regulatory regimes. 


Preliminary consultations have recently taken place between the two levels of 
government on the subject of financial institutions regulation. Following 
publication of this discussion paper, the federal government will be seeking the 
views of the provinces and exploring the possibilities of harmonizing and co- 
ordinating the legislative changes that will be taking place at both the federal and 
provincial levels. Given the great importance of our financial institutions in the 
operations of the economy, both levels of government have indicated an interest in 
ensuring that the financial system is not burdened with greatly differing 
regulatory approaches. 


E. Proposals for Discussion 


E.1. Overview 


The proposals described below reflect the government's principles, set out earlier, 
for maintaining consumer protection and the soundness of the financial system 
while at the same time promoting a vigorous, healthy competitive environment for 
Canada’s financial institutions which will ensure that they are able to fulfil the 


economy’s needs and to maintain and improve their position in the international 
marketplace. 


The proposals reflect the government’s judgement as to how these principles can 
best be put into practice in Canada’s present circumstances. More details will be 
provided soon in a technical paper. Moreover, the proposals will be further 
developed during the course of discussions based on this paper with provinces, 
financial institutions, and the general public. While the individual proposals may 
thus evolve, the government is determined to adhere to the principles it has set out. 


An important feature of the proposals is the new organizational possibility they 
would afford Canada’s financial institutions: the financial holding company to be 
described below would allow the combination of a wider range of financial 
institutions within one corporate grouping than has hitherto been possible. The 
government believes that this will enable financial institutions to offer Canadian 
individuals and businesses better services than have been possible in the past. This 
in turn would increase competition among institutions with resulting benefits for 
consumers. 


As well, the proposals include significant new initiatives to enhance consumer 
protection, and to ensure the soundness of institutions and the stability of the 
financial system. These measures include strict controls on self-dealing, measures 
to control the abuse of conflicts of interest, and enhanced powers for supervisors to 
allow them properly to discharge their legislated duties. 


Finally, the proposals aim to modernize, and simplify where necessary, the 
legislation and regulations under which financial institutions operate. For non- 
bank financial institutions, this is a particularly important feature since a general 
review of their legislation has not been undertaken for many decades. 


E.2. Financial Holding Companies 


The policy approach proposed by the government would require financial 
institutions or their owners wishing to gain access to a wider range of powers to do 
so through financial holding companies. This would mean, for instance, that an 
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insurance company would not be able to engage in fiduciary activities directly, but 
would be able to be part of a group of companies, headed by a financial holding 
company, that included a trust company. Similarly, a trust company would not 
have wider freedoms to engage in commercial lending directly but its associated 
financial holding company would have full access to this market through a 
Schedule C bank. In addition, these companies, while remaining distinct legal 
entities with their own financial statements and boards of directors, would be able 
to share a number of common resources, including distribution systems to the 
extent allowed by provincial regulations and licensing policies. 


The proposed changes relating to financial holding companies do not generally 
include Schedule A and B banks. It should be noted that extensive changes were 
made to the Bank Act in 1980. The government intends to focus at the present 
time on making changes to other financial legislation. Substantial changes to 
banking legislation are not being contemplated until the 1990 decennial review of 
the Bank Act. There may, however, be some changes including proposed changes 
to the rules regarding reserve requirements. In the meantime, the government is 
prepared to begin consultations on the 1990 Bank Act review. 


One issue this raises is the implications for the competitive position of smaller, 
regional Schedule A banks in the period between passage of legislation associated 
with the proposals in this paper and subsequent amendments to the Bank Act. The 
government is concerned that the proposals in this paper do not disadvantage such 
institutions, and will enter into discussions regarding ways of ensuring that they 
are able to maintain a healthy competitive position in the markets they serve. One 
way could be through allowing such Schedule A banks, where circumstances 
warrant, to become Schedule C banks, which would allow them, under a holding 
company framework, to diversify into related financial activities. 


Chart | provides an illustration of how commonly-controlled financial institutions 
would be structured under the umbrella of a financial holding company. An 
investor with significant equity interests in more than one financial institution 
would be required to group those financial institutions under a financial holding 
company. For instance, a trust company, property and casualty insurance 
company, a Schedule C bank, and so on, could be owned either in whole or in part 
by the financial holding company, which in turn could be owned either in whole or 
in part by the investor. Ownership links between these financial institutions and 
the investor or the investor’s non-financial interests would be permitted only 
through the financial holding company. The financial institutions under the 
umbrella of a federally-incorporated financial holding company can be either 
provincially- or federally-incorporated except for Schedule C banks, which would 
be federally chartered. 


The government’s proposed policy with respect to financial holding companies 
contains the following elements: 


1. A federally-incorporated financial holding company would be required 
if a federally-regulated financial institution were among a group of two 
or more financial institutions operating under different legislation that 
shared a common “substantial shareholder’: that is, an investor or 
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group of associated investors that held more than 10 per cent of the 
voting shares of each of the companies involved. 


Thus, for example, where an insurance company and a trust company 
were affiliated through a common substantial shareholder, that 
shareholder would be required to form a financial holding company. On 
the other hand, where a financial institution was not so affiliated with 
another financial institution, the shareholder(s) would not be required 
to form a financial holding company. Nor would common substantial 
shareholders of a life insurance company and a property and casualty 
insurance company, both operating under federal insurance legislation 
and affiliated through a common substantial shareholder, be required to 
form a financial holding company, since their governing legislation 
would be the same. 


One exception to the general rule outlined above would be the case 
where one type of financial institution was permitted by its legislation to 
have another type of financial institution incorporated under different 
legislation as a subsidiary. For example, where a trust company owned a 
mortgage loan company, as it is permitted to by its legislation, the 
substantial shareholders of the former would not be required to form a 
financial holding company to hold the two institutions in tandem. 
However, if a trust company and a mortgage loan company were 
affiliated in another way, through a common substantial shareholder, 
then the holding company requirement would be triggered, because the 
incorporating legislation of these two types of institution is not 

the same. 


A financial institution in which a financial holding company has a 
significant interest generally would be subject to the legislation and 
regulations applying to its type of financial institution. For instance, a 
trust company owned by a financial holding company would be 
empowered to do only what any other trust companies could do. This 
would include owning such subsidiaries as federal or provincial trust 
company legislation, as the case may be, would permit. However, where 
there are restrictions on the proportion of shares of corporations that 
financial institutions may own, these restrictions would be applied on a 
consolidated basis to the financial holding company as well as to the 
individual financial institutions with which it is affiliated. This would 
ensure that the financial holding company mechanism would not be 
used to circumvent regulatory safeguards that prevent excessive 
concentration of financial and economic power in the hands of financial 
institutions. 


In order that supervisors are able to assess capital adequacy of financial 
holding companies and their affiliated financial institutions, provisions 
would be made to avoid the possibility of double counting of capital. 
Possible measures would include: 


e Requiring a financial holding company to remain “inactive”. This 
means essentially that the financial holding company would be 
forbidden to have direct financial dealings with the general public 


involving its assets and liabilities and could not issue debt. 
Generally, it would be limited to holding equity in federally or 
provincially regulated financial institutions. 


e Financial institutions affiliated with the financial holding company 
would not be permitted to hold equity issued by the financial 
holding company, or the equity issued by any other financial 
institution in which the financial holding company had an equity 
interest. Nor would the financial institution be permitted to hold 
the equity issued by any company that had an equity interest 
beyond a minimum level in the financial holding company, directly 
or indirectly. 


The requirement to form a financial holding company would apply to all 
investors who held (directly or through their business interests) more 
than 10 per cent of two or more regulated financial institutions, at least 
one of which was federally incorporated. These investors and their 
business interests could no longer invest directly in the financial 
institutions concerned but would have to channel their equity interests 
in these firms through the financial holding company. Investors with 
substantial equity holdings in only one financial institution could 
continue to invest directly in that financial institution. 


The strict controls on non-arm’s-length transactions would apply 
generally to all transactions within the financial holding company group 
of institutions and between the financial holding company group and 
affiliated businesses. Thus, there would be no transferring of assets or 
liabilities, or lending and investing back and forth, allowed between 
financial institutions affiliated with the same financial holding 
company. Once an asset or liability was booked as belonging to a 
member of the financial holding company’s group of institutions, it 
could not be shifted or sold to another member of the group except 

in very rare cases as part of a bona fide plan for the amalgamation 

of the two institutions. Such an amalgamation would require 
Ministerial approval. 


A Canadian-controlled financial holding company would be permitted 
to own more than 10 per cent of the voting shares of a bank 
incorporated under the proposed Schedule C of the Bank Act. 


In the common distribution arrangements, or networking, among 
affiliated financial institutions, tied-selling would be prohibited. For 
example, an institution could require a borrower to take out insurance 
as a condition of granting a loan, but it would be forbidden to require 
the borrower to use a specific insurer. 


The directors of a financial holding company and its affiliated financial 
institutions would be expected to exercise a higher standard of 
performance and attention to the affairs of those institutions than is 
currently required of directors under the Canada Business Corporations 
Act. These measures will be discussed in greater detail in the technical 
paper and would be further developed in the course of consultations. 
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9. Financial holding companies would be registered under, and regulated 
according to, separate and new legislation. 


From the proposals described above, it is clear that a financial holding company 
would be able, through its group of financial institutions, to engage in and offer 
every important financial service in the Canadian financial system, except perhaps 
corporate underwriting in some provinces which might preclude this option. Such 
a use of financial holding companies with separate and distinct component firms 
operating in different fields would be needed from a regulatory standpoint for two 
reasons: (1) such a structure permits better supervision of financial institutions to 
ensure solvency, since each type of financial activity is contained within a separate 
legal entity with separate financial statements and reporting lines; (2) having 
separate institutions permits a more effective consumer protection system, 
including the application of deposit insurance. 


Because the institutions under the financial holding company would be separate 
legal entities, they would be taxed individually. This would likely have important 
implications for financial holding companies and could affect the way they 
conduct their business. Since the main reason for preferring separate entities is to 
facilitate supervision, the government recognizes that there may be a need to 
review the relevant tax rules. 


All directors of financial holding companies and their affiliated financial 
institutions would be subject to the same set of rules. With respect to the 
composition of the boards of directors, the government intends to explore the 
following additional issues in its consultations: How many directors on a board 
have to be outside directors? Can the boards of affiliated financial institutions all 
have the same directors or would they be required to be different? 


E.3. Schedule C Banks 
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The government’s goal of increasing competition in commercial lending could be 
met by giving non-bank financial institutions broader lending powers or by 
allowing them to become affiliated with a bank. The government feels the second 
option is preferable for supervisory reasons. Therefore, it proposes to amend the 
Bank Act to permit the incorporation of Schedule C banks. Institutions 

seeking to incorporate a Schedule C bank would have to meet rigorous criteria for 
financial soundness. 


These banks would have the same powers and be subject to the same reserve 
requirements as current Schedule A and B banks. The difference, however, is that 
Schedule C banks would be permitted to be closely held by a financial holding 
company. Non-financial companies, other investing groups and individuals would 
be restricted to a maximum 10 per cent each of the Schedule C bank shares. If, 
once formed, a Schedule C bank wished to leave the financial holding company 
framework, it would have to eventually comply with the ownership restrictions 
applicable to Schedule A banks. Foreign ownership of a Schedule C bank would 
be limited to a total of 25 per cent, with any individual non-resident or group of 
associated individuals being restricted to no more than 10 per cent. Schedule C 


banks also would have to comply with the strict controls on non-arm’s-length 
transactions as described below. Like Schedule A banks, a Schedule C bank would 
be permitted to have a wholly-owned mortgage subsidiary. Thus, for example, a 
trust company would be able to focus its deposit and lending activities within a 
newly created Schedule C bank and its mortgage subsidiary. The trust company’s 


power to make commercial loans on its own account would be limited as outlined 
in section E.7 below. 


The purpose of the Schedule C banks would be to provide financial holding 
companies access to a wider range of business powers. For investors seeking to 
form a new, independent, closely-held bank, Schedule B of the Bank Act would 
continue to be the appropriate legislative avenue. 


E.4. Control of Self-dealing 


There have been several failures of financial institutions in recent years that have 
been related to self-dealing, serving to heighten the government’s concern over 
such activity. 


Existing rules governing non-arm’s-length transactions do not cover the transfer of 
assets between a financial institution and its affiliates or controlling interests. 
Some of the problematic self-dealing has involved real estate transactions, 
whereby institutions bought real estate from a real estate subsidiary or affiliate. In 
the process, the financial institutions ended up holding real estate that had a 
market value much less than the original transaction price, causing significant 
losses for the institutions. Real estate transactions can be particularly risky for 
financial institutions in this respect because of the difficulty of appraising the 
market value of real estate and the sharp price fluctuations that sometimes occur. 


As noted previously, since non-arm’s-length dealings may threaten the solvency of 
the financial institution, measures that attempt to deal with possible abuses of this 
nature through restitution to the parties damaged, be they depositors or minority 
shareholders, would tend to be inadequate, and perhaps irrelevant. 


The range of options in this area is broad: they range from requiring institutions to 
be widely held to allowing institutions to control abuses through self-regulation. 
One approach is to ban self-dealing. This ban can be formulated in various ways: 
for example, the ban can apply to any and all non-arm’s-length transactions except 
a specified few, or it can apply to a specified few judged to be harmful, with all 
others allowed. 


No approach to this problem is, however, without its problems or difficulties. As 
noted earlier, the government views the disruptions involved in requiring 
diversified ownership of financial institutions to be counter-productive. On the 
other hand, the difficulties in distinguishing between harmful and non-harmful 
forms of self-dealing and the question of the degree of confidence that could be 
placed in self-regulatory approaches raises serious concerns about selective bans 
and self-regulation as the basis of public policy. 
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In the government’s view, the seriousness of the possible consequences and the 
difficulties of subsequent remedial actions provide a strong case for the toughest 
possible measures. Thus, the government’s preferred approach is to impose an 
outright ban on self-dealing with only a limited number of non-arm’s-length 
transactions being allowed and these only subject to conditions. Among the 
conditions would be that these transactions be conducted at market prices, with 
the approval of the board of directors and subject to special reporting to 
supervisory authorities. 


The ban on non-arm’s-length transactions would affect all those who could 
influence or exert control over the financial institution or its holding company. 
The current provisions of the Bank Act and trust and loan and insurance 
legislation are such that a person or group of associated persons is presumed to 
have influence or control over an institution if they own more than 10 per cent of 
the voting equity. The government recognizes however that it is difficult to define 
precisely “control” or “influence”; therefore the categories of those that would be 
considered to have some ability to control or influence a financial institution would 
be broadened. 


The following are proposals for the ban on non-arm’s-length transactions: 


1. Subject to a limited list of specific exceptions, a financial institution 
would be prohibited from engaging in transactions with any person or 
group of associated persons who have the ability to control or influence 
that financial institution. Those that would be considered to have an 
ability to control or influence a financial institution are: 


(a) a person or group of associated persons with an equity interest of 
more than 10 per cent in the financial institution concerned or in 
its holding company; 


(b) directors; 


(c) any person or group of associated persons whose equity or debt 
holdings place them in a position of influence or control, or who 
are otherwise deemed by supervisors to be in a position of influence 
or control, directly or indirectly, over the financial institution or its 
holding company. 


2. In addition, the financial institution would be prohibited from engaging 
in transactions with the significant business interests of any person or 
group of associated persons that exercise influence or control over the 
financial institution. For any one person, a significant business interest 
is currently defined in financial institutions legislation as the ownership 
of more than 10 per cent of the capital stock of a corporation; for a 
group of persons, it is defined as the ownership of more than 50 per cent 
of the capital stock of a corporation. The government will consider 
whether this is an appropriate guide for the purposes of this ban. In 
addition, holding a substantial amount of debt of a company would also 
seem to represent a significant business interest. 


3. The ban would apply to all federally-incorporated financial companies 
and their subsidiaries, federally-incorporated financial holding 


companies, and all financial institutions, federally or provincially 
incorporated, affiliated with a federally-incorporated financial 
holding company. 


4, Any transaction that would be banned if made directly would be 
similarly banned if conducted through a third party, or through a 
sequence of transactions involving third parties. 


5. Exceptions would exist for: (a) certain purchases or sales of services 
within modest limits between affiliated institutions at market prices, 
and subject to the approval of the boards of directors of the institutions 
concerned; these limits would be on the order of 1 per cent of total 
expenses or revenues; (b) relatively modest loans to officers and 
employees, subject to conditions and limits along the lines of those 
contained in the Bank Act. 


6. If corporations engaged in self-dealing despite the ban, penalties would 
be imposed. The transactions would have to be reversed and, as well, 
fines would be levied. The government will also consider the application 
of stronger sanctions. 


It is recognized that an outright ban of this kind could stop transactions that 
would be harmless and possibly even productive. The government is therefore 
willing to consider alternative proposals to achieve the same policy objectives. 


In implementing controls on self-dealing, the federal government is aware of the 
need to take into account the high degree of complexity in the corporate structures 
of financial institutions and conglomerates. It is important to recognize the 
potential for an investor with a beneficial ownership interest of less than 10 per 
cent to exercise, nevertheless, influence or control over a financial institution 
through a string of holding companies. When deciding on the extent of the 
application of controls on self-dealing, it is thus necessary to view the entire series 
of links involving control of the financial institution concerned, not just the 
immediate equity holders. 


Under the provisions outlined above, a financial institution could not lend to a 
director or to the significant business interest of a director. The question remains 
as to whether the rules should cover companies whose senior officers or directors 
sit on the financial institution’s board of directors. Such a restriction does not 
currently apply to, for example, trust and loan companies or banks. As a 
consequence, these institutions can lend to companies with which they have an 
interlocking directorship. This issue will be discussed during the consultations on 
the present proposals and as well during the course of the Bank Act review. 


E.5. Control of Conflict of Interest 


In contrast to the more serious problems that arise from self-dealing, the problems 
raised by conflicts of interest do not tend to be of a nature that threaten the 
solvency of the institution involved. Hence, it is likely that customers who have 
suffered losses due to abuses of such conflicts would be able to attempt to obtain 
compensation. In this context, it does not appear necessary to impose general 


prohibitions. 
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With the probable greater linking of financial services in the future, there will be 
more scope for conflicts of interest to occur. The government strongly believes that 
consumers should be protected and intends to rely on the following mechanisms to 
discourage the abuse of conflicts of interest: 


Market Forces and Disclosure 


Market forces can mitigate abuses of conflicts of interest. The cutting edge of 
market forces is the customer’s ability to choose and thereby to promote the 
growth of reliable and scrupulous financial institutions and deny that growth to 
the unscrupulous and unreliable. Market forces cannot be expected to prevent 
cases of deliberate fraud. But they may well be an effective deterrent in cases 
where otherwise reputable financial institutions are placed in a difficult position of 
choosing between their own interests and those of their clients. 


Market forces may not be an effective deterrent to abuses of conflicts of interest in 
all cases. However, they may be in some cases, such as, for example, those arising 
from the combination of portfolio investing on own account and investment 
counselling. In such instances, their effectiveness would be based on the fact that 
customers investing on their own account could be expected to be somewhat more 
knowledgeable than others, transactions would be relatively frequent, and the 
quality of investment advice could be tracked and assessed. Repeat business would 
go to the reliable. Most importantly, however, the costs arising from individual 
abuses, although potentially highly significant for individuals concerned, would 
not be critical in the broad sense of affecting the solvency of institutions or the 
stability of the financial system. In other cases where these conditions would not 
prevail, market forces could not be relied upon and other measures would 

be necessary. 


If market forces are to work effectively to minimize abuses, the clients of financial 
institutions must have access to information as to what conflicts may have arisen 
and how they were resolved. Thus, additional disclosure may be needed. The 
government will be seeking to discuss with concerned groups what disclosures if 
any would be both feasible and reasonable for businesses to provide and at the 
same time useful for customers. Where confidentiality of client information 
precludes disclosure to the public, regulators would have to be given access to 
records on behalf of the public. 


Civil Liability 
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Normal market forces would obviously be strengthened by measures designed to 
permit customers to gain, without unreasonable difficulties, redress through civil 
suit for losses incurred by an abuse. This would not only compensate the damaged 
party, but also would encourage financial institutions to put in place mechanisms 
that ensure that conflicts are properly resolved. Moreover, such after-the-fact 
review by the courts would seem to offer the possibility of a more flexible and 
wide-ranging view of what constitutes abuse than would be possible through 
regulations attempting to cover all eventualities. 


The government recognizes that the existing law providing for civil liability was 
developed in a simpler era and in the context of the individual handling of trusts. 
In the modern setting, it is recognized as a slow, cumbersome and expensive 
process for individuals who wish to make a claim for damages against financial 
institutions which do not lack for legal and financial resources. 


It is reasonable, therefore, for the government to provide some assistance. The 
government proposes to do this by creating a public body that would review 
conflict of interest complaints. This body would be known as the Financial 
Conflicts of Interest Office. Smaller depositors and investors would thus have a 
mechanism at their disposal to help them press their case against financial 
institutions when they feel they have been wrongfully treated. The organization 
would be empowered to investigate complaints, make representations on behalf of 
complainants to financial institutions, and launch civil suits in the courts to 
recover losses. The organization would not have any powers to compel financial 
institutions to make restitutions except insofar as it would be successful in 
convincing the courts of the need to do so. 


Civil redress would be important for those types of conflict where market forces 
might not be very effective but where restitution is important. One example would 
be conflicts involving trusts. Most non-corporate purchasers of trustees’ services, 
such as for estates, could not be expected to be financially sophisticated, while at 
the same time their potential losses could be significant. For victims of abuse in 
this class, adequate access to civil redress without undue costs and delays would 
seem to be particularly important. 


Control of Inside Information Flows 


Concerns have been expressed to the effect that common ownership or other close 
relationships between firms within the same holding company may weaken 
traditional safeguards and lead to the improper use of confidential client 
information. This risk is commonly considered to be greatest when different 
financial services may be performed for clients by separate divisions or 
departments of a single institution. This is particularly true in the case of a single 
institution performing trustee functions that require the making of investments, 
while at the same time lending to companies whose securities potentially can be 
purchased for the trust. 


It is important that Canadians continue to have a high degree of confidence in the 
national financial system. At the same time, such confidence may be diminished 
by appearances of unfairness or impropriety in the dealings within a financial 
institution and between affiliated financial institutions. It is therefore proposed 
that legislation require the creation and maintenance of a “Chinese Wall” 
between fiduciary operations within a trust company and all other financial 
operations of the trust company and of its affiliated companies. 


Chinese Walls are essentially restrictions that prevent the flow of information 
between one division and another within an institution, or between one institution 
and another. In the United States, Chinese Walls have been used with respect to 
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conflicts of interest that arise from “insider trading” and the combination of trust 
and banking activities. While it is clear that these measures do not provide a 
certainty that conflicts of interest are not being abused, they would nevertheless 
seem to have the potential to limit the opportunities for abuse. Indeed, with a 
Chinese Wall in place, in most cases an abuse would necessitate a conscious 
violation of the rules. 


The legislation or regulations made pursuant to it would lay out general guidelines 
for the creation and operation of Chinese Walls in order to set the proper tone for 
institutional conduct in this area. Some of the more detailed specifications of 
Chinese Walls would then be left up to the institutions in order to allow some 
flexibility in their implementation. While the proposal would require institutions 
to have such arrangements, and these arrangements would help prevent abuses, 
the presence of a Chinese Wall would not weaken the right of customers who felt 
that they had been badly treated to seek legal redress. Nor would the presence of a 
Chinese Wall constitute a legal defence that abuses had not in fact occurred. 


E.6. Supervision and the Powers of Regulators 
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In recognition of the increased complexity of the financial system, and the 
possibility of closer ties among institutions, the government will consider changes 
in its system of supervision. At present, the Office of the Inspector General of 
Banks supervises the banks while the Department of Insurance supervises the 
trust, mortgage loan and insurance companies and other federally-regulated 
financial institutions. It may be appropriate to consolidate these functions in a 
comprehensive supervisory body. 


The government will also consult on the expanding use of computer technology to 
facilitate the regulators’ task of maintaining an awareness of the current state of 
financial institutions’ health. 


Possible new supervisory powers of a specific nature would include the following: 


(a) the right to gain access as deemed necessary to the records and accounts 
of the financial holding company and its member firms; this would 
include the right to require the declaration of other interests of 
substantial shareholders to enable the enforcement of the ban on self- 
dealing; 

(b) anew power for supervisors to issue cease and desist orders to enable 
them to require stoppage of questionable practices pending resolution of 
their propriety; 

(c) authority to prohibit changes in the control of supervised institutions, as 
a complement to the present authority to control the formation of new 
companies, subject to final Ministerial ratification; 


(d) authority similar to that in the Bank Act to appoint an official, e.g., 
curator, who would have full authority to operate the affairs of a 
financial institution that is considered unable to meet its obligations, 
pending all hearing processes or the disposition of court applications 
seeking rehabilitation or liquidation orders; 


(e) increased grounds to take immediate control of the assets of supervised 
institutions, if these institutions are endangered by insolvency or illegal 
actions by controlling interests; 


(f) discretionary authority to deem specific transactions to be not at arm’s 
length; 


(g) authority to force the divestiture of prohibited investments or loans; 


(h) the power to require restoration of assets illegally paid out of an 
institution; 


(i) the right to obtain information on the ownership of a financial holding 
company and its group of institutions, including information on the 
ultimate ownership of companies or trusts which are substantial 
shareholders of a financial holding company. 


E.7. Other Changes in Rules and Powers 
Mutual Insurance Companies 


Since mutual insurance companies are owned by their policy-holders, they cannot, 
without modifications to their corporate structure, be owned by a financial holding 
company. While the federal government will give consideration to the terms and 
conditions under which mutual companies that so wish could convert to stock 
companies, it will also ensure that mutual companies have access to the holding 
company approach in their present corporate structure. 


First, mutual insurance companies would be permitted to create a downstream 
group of affiliates by investing surplus funds in such new companies. This would 
have to be done within limits to ensure that policy-holders’ interests are 
appropriately handled. 


Second, consideration will be given to permitting mutual insurance companies to 
raise funds for expansion of such downstream affiliates through the issue of 
subordinated debentures. 


These various measures would provide mutual insurance companies considerable 
scope to participate in the holding company approach and to offer a wide range of 
financial services to their customers. 


The federal government will also be addressing the question of how to determine 
the residency status of mutual insurance companies to ensure that companies that 
are legitimately Canadian are not prevented by a technicality from being 
considered as such for policy purposes. 


Co-operative Credit Institutions 


Financial co-operatives, like mutual insurance companies, have a unique 
ownership structure that would make it difficult for them to participate in 
financial holding companies. At the same time, the co-operative credit movement 
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has been finding it important to establish better links with the rest of the financial 
system in order to have a regular method of raising external funds and to place 
surplus system funds, investments and loans outside the co-operative movement. 


The federal government is, therefore, proposing to allow co-operative credit 
associations registered under the federal Co-operative Credit Associations Act 
(CCAA) to create downstream financial groups similar to financial holding 
companies. They would be able to do this individually or as a group. This proposal 
would provide the co-operative movement with an appropriate organizational 
vehicle through which to gain the access it has been seeking to external funds and 
investments while preserving the concept of a separate structure for the co- 
operative system’s liquidity arrangements. 


Lending by Trust, Mortgage Loan and Other Non-bank Financial Institutions 


One of the expressed desires of non-bank financial institutions is to increase their 
commercial lending powers. Currently, many of these institutions invest in a 
variety of instruments, such as debentures and other evidences of indebtedness, 
which represent lending to companies at terms and conditions that can be 
effectively the same as corporate term and demand loans issued by banks. 


Increasing competition in commercial lending is also one of the government’s 
goals. This goal could be facilitated in two ways: either by widening the 
commercial lending powers of trust companies and other non-bank financial 
institutions, or by allowing financial holding companies to own a Schedule C bank. 
The government is disposed to the second approach and does not, as a 
consequence, consider it necessary to make any specific changes to the investment 
powers of trust, mortgage loan and insurance companies that would increase the 
scope for corporate loans on their own balance sheets. 


In addition, it is deemed useful to arrive at a definition of commercial lending that 
effectively distinguishes between the market-issued securities that were envisaged 
when the investment rules of these institutions were drawn up and the kinds of 
evidences of indebtedness that now are classed as securities but could easily be 
construed to be loans or loan substitutes. A useful distinction to make concerns 
whether the securities in question are issued under prospectus and/or in private 
placements with a sufficiently large and varied subscribing clientele. Securities 
issued in this way would be considered market investments, whereas other means 
of advancing funds to corporations would be considered loans. Corporate 
mortgage loans within the normal 75-per-cent loan-to-value ratio, or insured, 
would not be considered commercial loans. It is proposed that commercial loans 
defined in this way would be limited in aggregate to a modest percentage of 

total assets. 


Simplification of Investment Rules 


The present investment rules of insurance, trust and mortgage loan companies and 
pension funds draw on similar principles and have generally similar features. The 
main principle behind the investment rules is that of securing an investment 
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portfolio of good quality from the point of view of solvency of the institution and 
its continued ability to meet its obligations. 


The quality tests (requiring a specific record of dividend payments, etc.) 
applicable to corporate bonds and shares have been generally easy to administer 
and have been reasonably effective. They generally followed standards used by 
well-run companies so that their main effect has been to eliminate very poor or 
untested securities and thus act as a check on investment management. 


With respect to direct investments in real estate, most institutions have not 
invested as much as the legislated limits permit, although some have. Neither have 
most institutions used up the freedom of investment given to them under the 
basket provision. With the present size of the basket (7 per cent of assets) and the 
broad investment powers that now exist, it is doubtful that there is any type of 
investment that a reasonable financial institution would want to make that it could 
not make within the present rules. In fact, the rules have now become so broad 
that there is a real question whether or not they serve any useful purpose. 


At the same time, the matching of assets and liabilities has become an issue of 
increased importance to financial institutions. During the recent period of 
economic turbulence, it was demonstrated that an institution can be exposed to 
considerable solvency risk if, for example, it funds long-term assets with short- 
term liabilities, or if it holds much equity-type investment (real estate, common 
stock) against interest-bearing liabilities (deposits), because of the potential 
volatility of the income stream as compared to the liabilities coming due. 


Retaining investment rules in their present form may, in the modern context, be a 
disadvantage rather than an advantage, from a regulatory point of view. In the 
first place, it may lead many people to think that the investment standards are 
higher than they in fact may be. Second, they may have some effect in reducing 
the application of judgement factors by investment management itself. Finally, 
they may interfere with focusing attention on the areas that carry the greatest 
risk, namely undue concentration of investments in one place or with any one 
enterprise, ownership of subsidiaries, and matching of assets and liabilities with 
respect to maturity and yield. 


A “portfolio” approach to the regulation of financial institutions’ investments has 
been suggested as an alternative to the present approach. Under the portfolio 
approach, quality tests on individual investments would be replaced by general 
quantitative rules on portfolio composition to ensure diversification. For example, 
the new quantitative rules would govern the percentage of assets that could be 
invested in one type of investment or another, and the amount of risk exposure to 
any individual company or group of associated companies that a financial 
institution could incur. Thus, so long as an institution kept within the percentage 
limit on corporate equities, it could, for example, invest in whatever equities it felt 
offered the best opportunities. The present requirements that the equities meet 
certain earnings and dividends tests would no longer apply. A more general 
“prudent portfolio” approach may be an option for the trusteed and life insurance 


pension funds. 
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Such approaches would address the solvency concern by requiring an appropriate 
amount of diversification of assets. At the same time, it would broaden the range 
of individual investments that financial institutions could make. Not only would 
this give the institutions greater flexibility in establishing a suitable relationship 
between their asset and liability structures, but it would enhance the ability of 
non-financial corporations to issue new securities. This could be of particular help 
to small and medium-sized businesses entering the market for equity capital 

for the first time, or seeking to restructure their balance sheets by issuing 
additional equity. In turn, this could facilitate economic expansion and general 
economic renewal. 


Both financial and non-financial institutions have expressed a desire to move in 
this direction and the federal government is interested in discussing this matter 
further with all interested parties. 


The question of ownership of subsidiaries falls under the heading of investment 
since it has traditionally been controlled by limiting the proportion of common 
shares of any other corporation that can be owned by a financial institution. 
However, it is in fact a question of expansion of corporate powers rather than a 
question of maintaining the quality of investments. This issue has been dealt with 
in the proposals for financial holding companies. 


Networking 


“Networking” is a term used to describe arrangements between financial 
institutions under which one of the institutions provides the public with access to 
an investment, contract or service issued by the other. This type of arrangement 
can exist between affiliated institutions or independent institutions. 


Networking offers the potential for independent institutions to take advantage of 
the possibilities of offering more complete financial packages than they could on 
their own account. This has potential benefits for customers of these institutions. 


The federal government proposes to remove restrictions that inhibit networking 
between institutions. This will allow institutions to make such common use of 
distribution facilities as would be consistent with provincial government 
regulations and licensing policies. However, the government definitely intends to 
prohibit tied-selling in all networking arrangements. For example, a financial 
institution would be able to require a person to take out insurance as part of the 
conditions of extending credit, but it could not specify from which insurance 
company the insurance contract would be purchased. Information on available 
options would have to be made very clear to the borrower. 


Chartered Banks’ Reserve Requirements 
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The government intends to remove the reserve requirement on bank term deposits 
with a term to maturity of at least a year and which are not encashable for at least 
a year from their date of issue. This is an action which has been considered for 
some time. It was raised by the previous government in the course of the 1980 


Bank Act revision and was delayed pending resolution of the range of business 
powers to be made available to competing financial institutions. 


Quebec Savings Banks Act 


At present, there is only one institution active under this legislation. The 
government will be prepared to discuss with that institution how the present 
proposals would affect it and what arrangements could be considered to allow it to 
participate fully in the proposed approach. 


E.8. Consumer Protection Plans 


Deposit Insurance 


Since 1967, when the Canada Deposit Insurance Corporation (CDIC) was 
formed, the federal government has provided protection directly to depositors 
against the failure of eligible deposit-taking financial institutions. This currently 
provides insurance of up to $60,000 per person, per institution. The plan is funded 
by a levy on insured deposit-taking institutions that is proportional to the amount 
of their insurable deposits. 


A private sector committee has been formed recently by the Minister of State 
(Finance) to review the CDIC and its operations and to produce a report. As 
previously noted, the need for a review of policy in this area has been heightened 
by the failure in the recent past of several trust and loan companies. The 
government intends to wait for that report before making proposals in this area. It 
may be useful in this discussion paper, however, to address in a more general 
fashion the issues that have been raised surrounding the way the deposit insurance 
program functions and the way it is funded. Some of these issues are as follows: 


(i) The Implications for Market Discipline: The view has been expressed that 
deposit insurance weakens market discipline, because it reduces the incentive for 
depositors to scrutinize the soundness of their chosen financial institutions. The 
weaker market discipline in turn is said to provide institutions with both the scope 
and incentive to undertake riskier activities. Others have expressed the view that 
depositors could not, even with enhanced disclosure of information, make 
informed assessments of the riskiness of institutions. This latter view holds that 
insurance does not erode market discipline. 


(ii) The Coverage and Pricing of the Insurance: The view has also been expressed 
that depositors, regardless of the size of their deposits, tend to believe that their 
entire deposits will be reimbursed in the event of an institution’s failure. Thus, the 
insuring agency is placed under considerable pressure not to let even major 
depositors lose substantial sums of money. According to this view, there is too 
little insurance coverage, and both the coverage and the level of premiums should 
be increased to reflect this inadequacy. 


(iii) The Implications for Competition: Deposit insurance has often been cited as 
a factor enabling smaller institutions to compete with larger institutions, simply on 
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the basis that without deposit insurance, the ordinary depositor would tend to 
favour larger institutions on the assumption that they are safer. Without deposit 
insurance, small institutions might have difficulty attracting funds, even if they 
were very well run. This aspect of deposit insurance has been both praised and 
criticized. The question has also been raised whether this is in fact an appropriate 
role for deposit insurance. 


(iv) The Distribution of Funding Costs: A related issue is the question of how the 
funding costs of an insurance program should be distributed. One view is that an 
assessment of insurance costs that ignores the relative riskiness of institutions is 
unfair to the sounder institutions. Because all institutions pay the same premium 
rate, it is argued that sound firms consequently end up subsidizing their less-sound 
competitors. Moreover, the less-sound institutions are made more competitive in 
the marketplace and thus the insurance actually promotes the risk of larger and 
more costly failures. The opposite view has also been expressed; it has been argued 
that it is not possible to assess the risk of failure of institutions that are regulated 
for solvency. As a consequence, it is not actuarially possible to devise an 
assessment scheme that levies greater insurance fees on the basis of risk. A 
corollary to this latter view is that deposit insurance quite appropriately enhances 
competition in the marketplace since it removes what is in this view an unfounded 
predisposition of depositors to equate soundness with size. 


(v) The Implications for the Extent of Regulation: Deposit insurance is clearly an 
important element in promoting stability of the financial system. However, the 
view has been expressed that the very fact of insuring institutions tends to draw 
the authorities into ever greater regulation and supervision of the institutions 
concerned. As a consequence, the role of the market is diminished. 


(vi) Federal-Provincial Entanglement: The fact that both federal and provincial 
levels of government supervise deposit-taking institutions means that an insurance 
scheme that is formulated at the federal level may insure institutions that are 
regulated and supervised at the provincial level. One of the views expressed is that 
such a distribution of responsibilities may be inappropriate and that the insuring 
and supervising functions should rest with the same level of government. 


Policy-holder Insurance 


46 


It is clear that the consequences of a bankruptcy of an insurance company can be 
very serious for its policy holders. For individuals whose life savings are in life 
insurance policies the failure of their life insurance company can mean a 
devastating financial setback. Similarly, for individuals with outstanding claims 
against a property and casualty insurance company (for example, claims in respect 
of a residence or business that has burned down or an accident that has left the 
individual paralyzed), the failure of that company can be equally serious. Industry 
and provincial governments are currently considering a number of schemes to 
provide compensation for policy holders in the event of future failures. The federal 
government will continue to monitor the progress of the current discussions in 

this area. 


Given that insurance for policy holders would have some of the same general aims 
as that for depositors, it may be reasonable that it would have a generally similar 
structure and be based on generally similar principles. If so, the issues raised 


above for deposit insurance would have some relevance in a discussion of policy- 
holder insurance. 


E.9. Mergers 


As a broad generalization, it would appear that large financial firms have not 
generally managed to increase their size relative to their industry group through 
internal growth. Rather, the history of the financial system indicates that most 
increases in the size of firms relative to their peers, and in the degree of 
concentration within particular segments of the financial sector, came about 
through mergers and takeovers of rival firms. 


Therefore, to prevent excessive concentration in the financial sector in the future, 
the government proposes that the current legislative provisions requiring 
Ministerial approval for mergers between financial institutions be kept in place as 
a regulatory tool. This provision would apply to mergers of financial holding 
companies as well. 


Ministerial approval would also be required for the transfer of control of a 
financial institution. 


E.10. Foreign Ownership 


Foreign ownership in the financial sector has been a long-standing issue in 
Canada. As noted previously, most types of financial institutions have governing 
legislation that incorporates a restriction on foreign ownership. In the case of 
Schedule A banks, an individual non-resident cannot own more than 10 per cent of 
any class of equity, and total non-resident ownership cannot exceed 25 per cent in 
aggregate. In the case of life insurance, trust and mortgage loan companies 
incorporated at the federal level, and controlled by Canadians, transfers of shares 
to non-residents are restricted. Not more than 10 per cent of the shares of such 
companies can be registered in the name of any one non-resident, and not more 
than 25 per cent of the shares can be registered in the name of non-residents in 
total. There are, however, no foreign ownership restrictions on the formation of 
new insurance, trust and mortgage loan companies. 


The government proposes to leave these rules unchanged. With regard to financial 
holding companies, the government proposes to adopt the same general principles 
as are currently in the trust and insurance legislation: namely, that transfers of 
ownership or control would be restricted, but new entry would be freely allowed. 


Thus, the transfer of ownership of existing Canadian-owned or controlled financial 
holding companies to foreign investors would be subject to the restriction that not 
more than 25 per cent of the shares could be registered in the name of non- 
residents in total and not more than 10 per cent in the name of any one non- 
resident or group of associated non-residents. 
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However, foreign non-bank investors would be free to start up a group of financial 
institutions organized through a holding company under their control. As well, 
existing non-bank foreign-owned financial institutions would be able to start up 
affiliated institutions incorporated under other acts than their own and to organize 
themselves under a financial holding company. However, because Schedule C 
banks would be subject to the same foreign-ownership restrictions as Schedule A 
banks, they could not be part of a foreign-owned or controlled financial 
holding company. 


As regards the Schedule B banks that are foreign owned, the proposed changes do 
not affect them. Policy regarding these institutions would be reviewed in the 
course of the 1990 decennial revision to the Bank Act and the government is 
prepared to begin consultations in that respect immediately. 


The government would not in the meantime consider it appropriate for an 
ownership linkage that would not be permitted in Canada to be formed abroad. As 
a consequence, foreign investors who have a significant interest in financial 
holding companies in Canada would have to be clearly independent of the 
institutions and investors that own Schedule B banks in Canada. Foreign banks 
would continue to be able to establish Canadian subsidiaries under Schedule B of 
the Bank Act to compete with Canadian-owned banks. As would be the case for 
mergers involving Canadian-owned or controlled financial institutions, Ministerial 
approval would be needed for mergers or takeovers of financial institutions or 
holding companies where both of the institutions or holding companies were 
foreign-owned or controlled. 


Finally, the question of how to distinguish foreign investors from Canadian 
investors for the purposes of those various regulations would also be reviewed 
during the consultations. 
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Appendix I 


Institutional Structure and Financial Sector 
Developments in Canada 


Financial markets facilitate the flow of the nation’s savings into various productive 
uses in the economy. Borrowers and lenders are brought together in two ways: 

(1) direct financing, whereby borrowers and lenders transact business directly, 
often with the aid of a broker or other financial go-between; and (2) intermediated 
financing, whereby the lenders’ funds (savings) are accumulated by financial 
intermediaries and, in separate steps, lent out to borrowers. 


Direct financing is mainly utilized by governments and large corporations via the 
issuance of securities, including stocks, bonds and short-term money market 
instruments such as Treasury bills and commercial paper. Large corporate 
borrowers make use of intermediated financing as well as direct financing. But 
intermediated financing is the almost exclusive source of funds for small and 
medium-sized borrowers, who obtain funds mainly via loans from deposit- 

taking institutions. | 


Not all types of financial institutions are equally involved in both direct and 
intermediated financing. Investment dealers are mainly involved in the process of 
direct financing. Through underwritings and private placements they raise funds 
for corporate and public sector borrowers; through their securities trading they 
effectively provide a market for both individual and institutional holders 

of securities. 


The other main types of financial institutions are primarily involved in 
intermediated financing. The banks, trust and mortgage loan companies, and 
financial co-operatives (namely credit unions and caisses populaires) use money 
accumulated through deposits to make loans or to purchase securities. 
Contractual-savings institutions, such as life insurance companies and pension 
funds, use funds obtained from insurance premiums, the sale of annuities, and 
pension contributions, to invest mainly in mortgages and securities. 


The regulatory structure governing these financial institutions reflects, to a certain 
extent, the way the financial system happened to develop. Financial companies 
were formed with specific activities in mind and legislation was framed 
accordingly. Each set of institutions thus came to have its own legislation and 


regulatory structure. 


Another important influence on the development of the regulatory structure was 
the sharing of jurisdiction over financial sector activity between the federal and 
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provincial governments. The federal government has had sole jurisdiction over the 
banks and banking. The provinces, meanwhile, have regulated the securities 
markets. Both levels of government have been involved in the regulation of 
insurance companies, trust and mortgage loan companies, the financial co- 
operatives and other financial institutions. Thus, no single government, or single 
level of government, has had responsibility for the entire financial sector. As a 
result, there have been different and sometimes conflicting governmental 
viewpoints shaping public policy and the regulatory structure. 


In the presentation of background information below, there is a brief description 
of the powers and activities of Canada’s financial institutions, and the federal and 
provincial regulations that apply to them. Also included is a review of recent 
financial market developments, the pressures for change and the way in which 
institutional distinctions are being blurred, the views of the main financial groups 
on what legislative changes are required, and the policy responses by governments 
to date. 


1. The Main Types of Financial Institutions and Their Powers 


When public commentators mention the “four pillars” of the Canadian financial 
system, they are referring to chartered banks, trust and mortgage loan companies, 
life insurance companies and investment dealers. These institutions constitute a 
large proportion of the financial sector. But they are not the only major types of 
financial institutions. The financial co-operatives (credit unions and caisses 
populaires) are also an important institutional group, both in terms of relative size 
and innovative activity. Other important types of institutions include property and 
casualty insurance companies, pension funds, mutual funds, sales finance 
companies, leasing companies, and venture capital firms. 


A Historical Perspective 
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Most major types of financial institutions were established before Confederation 
in 1867. These included the banks, life insurers, property and casualty insurers, 
mortgage loan companies and investment dealers. By 1900, trust companies and 
financial co-operatives had also appeared on the Canadian financial scene. Over 
the years, the powers and activities of these institutions have evolved considerably. 


The main interest of the chartered banks when they appeared in the early 1800s 
was in issuing notes (paper currency) and making short-term loans. They were 
specifically prohibited from making mortgage loans and issuing debentures (a 
debenture is a certificate of indebtedness that is secured by the general credit of 
the issuer, rather than by specific assets). When the Bank of Canada was created 
in 1934, it received the exclusive right to issue bank notes; subsequently, chartered 
bank notes were gradually phased out. After World War II, the banks received 
mortgage lending powers. They began making National Housing Act (NHA) 
mortgages in 1954 and conventional mortgages directly in 1967, although they 
had been making conventional mortgages indirectly through subsidiaries prior to 


1967. In 1954, legislative changes allowed the banks to accept chattel mortgages 
as security for consumer loans. Over the next 15 years, banks made significant 
gains in consumer credit lending. The increased mortgage lending power led the 
banks into direct competition with the trust, mortgage loan and life insurance 
companies, and the financial co-operatives; and consumer lending by banks 
provided direct competition to the sales finance industry and the financial co- 
operatives. In addition, the banks were left with few limitations on the ways they 
could raise funds when, in 1967, the restriction on the issue of debentures was 
relaxed to permit the issuance of subordinated debentures. 


Life insurance companies started out operating under individual acts of 
Parliament, which varied to some extent in terms of the powers granted to 
individual institutions. For example, in the mid-1800s, one insurance company had 
the power to accept deposits. It engaged in this activity only briefly due to business 
problems. When a general act covering life insurance companies was introduced in 
the early 1900s, it restricted life insurance companies essentially to providing life 
insurance. However, life insurers today compete directly with deposit-taking 
institutions via group perision deposit administration contracts, the sale of life 
insurance with a savings component, and through the sale of deferred annuities, 
the contractual terms of which can be made to correspond closely to those on bank 
and trust company term deposits. Life insurers have always been subject to 
restrictions on the types of investments they may make; the permissible investment 
categories, however, have been substantially broadened over the years. 


Trust companies started out in the late 1800s being largely restricted to the 
provision of executor, administrator and trustee services and making mortgage 
loans. Legislators sought to keep trust company activities distinct from those of 
the banks, largely by attempting via legislation to prohibit them from issuing 
debentures and taking deposits. However, the legal restrictions were never 
successful in creating a distinction of economic significance between the deposit- 
taking activities of the trust companies and the banks. Trust company fiduciary 
powers permitted them to take in funds via guaranteed investment certificates and 
other forms of trust accounts and legislators eventually gave up trying to keep 
them from effectively taking deposits. They were subsequently allowed to make 
unsecured loans, although with limitations. Over time, restrictions on the types of 
investments trust companies can make have been generally eased. 


The first successful underwriters of securities were not the investment dealers, but 
the banks, which were and continue to be heavily involved in the underwriting of 
government securities. It was not until the early 1900s that the investment dealers 
became a significant force in the issuance of government and corporate securities. 
Investment dealers have remained relatively specialized over the years. Recently, 
however, they have provided some competition to deposit-taking institutions by 
paying daily interest on the cash balances in their customers’ accounts. Moreover, 
some dealers have begun offering a chequing account service. 


In summary, the banks, trust and mortgage loan companies, life insurance 
companies and investment dealers started out with a fairly restricted range of 
powers. But, over the years, they sought change and were able to expand their 
range of activities — partly because they received wider powers and partly through 
innovation within their existing range of powers. 
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The Powers of Financial Institutions 
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A brief description is provided below of the various financial services each main 
type of financial institution is currently permitted and not permitted by law to 
offer to its customers. 


Chartered Banks 


Chartered banks are allowed to take deposits of all kinds, to issue demand, term 
and mortgage loans to both individuals and companies, and to invest in securities, 
although there are some limits on equity holdings. They may also underwrite and 
distribute government bonds. 


Until the 1980 Bank Act revision, the chartered banks were permitted to deal in 
securities. That meant they did not face federal restrictions on corporate 
underwriting, brokerage or the distribution of securities, although they were not 
active in this area. The 1980 Bank Act introduced limits on their powers in this 
regard. Banks are now prohibited from underwriting corporate securities, although 
they may engage in a selling group that is distributing the securities. However, 
since banks are typically not invited by investment dealers to participate in such 
selling groups, they are not actively engaged in securities distribution at this time. 
Banks are also prohibited from first-hand brokerage in securities, although they 
are permitted to buy and sell securities through brokers on behalf of their clients. 


The chartered banks are specifically prohibited from offering discretionary 
fiduciary, or trust, services and generally prohibited from insurance brokerage and 
portfolio management or investment counselling. The banks, through wholly- 
owned subsidiaries, are permitted to engage in certain kinds of financial leasing, as 
well as factoring and venture capital investments. 


Trust and Mortgage Loan Companies 


Trust companies are the only institutional group permitted to offer discretionary 
fiduciary services. In addition, their fiduciary power allows them to take various 
types of deposits in trust. Trust companies do not have the power to underwrite the 
issuance of government and corporate securities or to underwrite insurance. 


Mortgage loan companies generally confine their activities to taking in deposits 
and issuing loans secured by mortgages. Most of the major companies are 
affiliated with banks or trust companies. 


Trust and mortgage loan companies face certain qualitative and quantitative 
restrictions on their powers to invest and lend funds. One set of rules applies to all 
federally-incorporated companies whose borrowings do not exceed 20 times capital 
and surplus (that is, leverage being no more than 20 times), while another, stricter 
set of rules applies to those companies that wish to have leverage above 20 times. 
No maximum leverage ratio is stated in the law, but no company has been granted 
leverage greater than 25 times. 


As long as leverage does not exceed 20 times, trust and mortgage loan companies 
may invest their funds in the following: mortgages; government securities; real 
estate; corporate debt that is either (a) secured, or (b) unsecured provided the 
corporation meets prescribed earnings or dividends tests; and corporate equity that 
is issued by companies that meet the same prescribed tests. Maximum limits on 
certain classes of investment, in terms of percentage of assets, apply only to 
investments in common shares and real estate. In addition, companies can invest 
up to 7 per cent of their assets in investments that would not otherwise qualify (for 
example, unsecured personal loans, loans to corporations that do not meet the 


earnings or dividends tests, etc.). Such investments are known in the industry as 
“basket” investments. 


Trust and mortgage loan companies wanting to have more than 20 times leverage 
must comply with additional specific portfolio requirements and meet certain 
earnings, cash flow and liquidity requirements. The range of investments they may 
undertake is essentially the same. However, at least two-thirds of their assets must 
be invested in government securities, residential mortgages, insured commercial 
mortgages or commercial mortgages meeting certain quality tests, and commercial 
paper issued by corporations that meet certain earnings tests. 


Life Insurance Companies 


Life insurance companies are generally confined to underwriting insurance and 
selling annuities. They are not permitted to take deposits, although they issue 
deferred annuities that are close substitutes for term deposits. They have not been 
granted powers to underwrite securities or offer fiduciary services. They are, 
however, permitted to manage funds, including pension funds, on behalf of 
customers via segregated funds. 


With respect to investments, their powers parallel those of the trust and mortgage 
loan companies. They may invest in mortgages, government securities, real estate, 
corporate debt that is either (a) secured or (b) unsecured but issued by companies 
that meet prescribed earnings or dividends tests, and corporate equity that is 
issued by companies that meet the same prescribed tests. The total of unsecured 
lending to individuals, or to companies that do not meet the prescribed tests, 
cannot exceed 7 per cent of total assets. Maximum limits apply in respect of 
investments in common shares and real estate. 


Investment Dealers 


Investment dealers are generally confined to securities brokerage and 
underwriting. Customer accounts are essentially treated as deposit accounts, with 
interest paid on cash balances. Investment dealers traditionally have not offered 
cheque-writing services, although some dealers have started to do so recently. 
Dealers are prohibited from underwriting insurance and offering fiduciary 


services. 
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Financial Co-operatives 


Credit unions and caisses populaires, which are owned co-operatively by their 
members, are generally permitted to offer a wide range of financial services 
similar to that offered by the chartered banks. The financial services offered by 
credit unions and caisses populaires were traditionally restricted to members only, 
although this is now changing. They now may engage in consumer lending to non- 
members and can provide business loans on a limited basis. As with banks, credit 
unions and caisses populaires do not have the power to underwrite corporate 
securities and insurance or to offer fiduciary services directly, although affiliated 
financial institutions do engage in trust and insurance activity. 


Property and Casualty Insurance Companies 


Property and casualty insurance companies are confined to underwriting property, 
liability and various other kinds of non-life insurance. Included in this group are 
re-insurance companies which offer protection to direct insurers from excessive 
exposure to risk and catastrophic losses. As the liabilities of these companies are 
relatively short-term in nature, their investments are for the most part restricted to 
readily marketable government and corporate securities. 


Pension Funds 


Pension plans are funded by employee and employer contributions. Contributions 
not required to pay for current benefits can be invested in government bonds, 
corporate securities issued by companies that meet prescribed earnings or 
dividends tests, and real estate that meets certain quality and income tests. 
Investments that are not otherwise eligible may be held in limited amounts 
through two separate 7-per-cent baskets — one for real estate investments and one 
for other investments. The restrictions on pension fund investments are generally 
similar to those applying to life insurance companies, except that pension funds do 
not have a limitation on the total amount of eligible common shares and income- 
producing real estate that they may own. 


In addition, there is a tax penalty levied by the Income Tax Act if pension fund 
investments in foreign securities exceed 10 per cent of the total fund. 


Mutual Funds 


Mutual funds are regulated at the provincial level. Mutual fund managers raise 
funds by selling ownership units, after the distribution of a prospectus, and then 
invest the funds according to a set of restrictions which varies from fund to fund. 
Mutual fund shares are tradeable, and their value is proportional to the net value 
of the assets in the fund. 


Finance Companies 


Finance companies lend funds to consumers to finance purchases and to businesses 
to finance inventories and capital projects. They raise funds primarily by issuing 
short-term notes and long-term debentures. 


Leasing Companies 


Leasing companies specialize in offering financial leases, which include 
conditional sales agreements. Such companies are often subsidiaries of other 
financial or non-financial companies, such as retailers or manufacturers. Since 
1980, banks have been permitted to engage in leasing through subsidiaries. 
However, banks have been specifically excluded from providing leasing for 
automobiles and traditional motor vehicles, and personal property such as 


household appliances and computers. These forms of leasing remain the preserve 
of specialized lessors. 


Venture Capital Firms 


Venture capital firms are formed to invest funds in new ideas and new enterprises. 
Many of the banks have venture capital subsidiaries, and these operations are 
supervised at the federal level by the Inspector General of Banks. There is a limit 
as to the amount of capital a bank can invest in a venture capital firm, and bank- 
owned firms are limited to investing only in unsecured equity investments. 


2. Federal and Provincial Responsibilities for Regulating Financial 
Institutions and Activities 


Under the constitution, the federal government since 1867 has had jurisdiction 
over banking, the incorporation of banks, savings banks, and the issue of paper 
money. Provincial governments have had jurisdiction over property and civil 
rights, including contract law, which is particularly relevant to such financial 
services as trust agreements. 


The exercise of these jurisdictions over the years has not yielded a tidy division of 
regulatory responsibilities for financial institutions between the two levels of 
government. When the Porter Royal Commission on Banking and Finance looked 
at this division in the 1960s, it found the situation to be as follows: 


“The basic regulatory pattern in Canada can be traced back almost 100 
years to the time when the provincial governments first enacted legislation 
governing the deposit-taking and related activities of the loan and trust 
companies. The result of the federal government’s acceptance of such 
provincial legislation...has been the emergence of a mixed and sometimes — 
confused pattern of regulation.” (Page 362, Report of the Royal Commission 
on Banking and Finance, 1964) 
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Table | 


Scope of Federal Regulation 


Percentage of 


Number total assets 
of held by federally 
Major industry segments institutions" regulated companies”? 
Chartered banks 12 100 
Trust and mortgage loan companies 66 
CDIC-insured federal 39 
CDIC-insured provincial 63 
Non-CDIC-insured provincial 11 
Insurance companies 
Life and health™ 91 
—Federal 199 
—Provincial 58 
Property/casualty 71 
—Federal 244 
—Provincial 70 
Registered investment dealers 70 0 
Co-operative credit institutions 
Canadian Co-operative Credit l 100 
Society 
Provincial centrals® 12 0 
Credit unions and caisses popu- ou 0 
laires® 
Desjardins Group” 
—Federations 1] 0 
—Locals 1,419 0 


‘”) As of December 31, 1984. Numbers include both federally and provincially incorporated 
institutions. 


°) As of December 31, 1983. 
“) Not including chartered bank mortgage loan subsidiaries. 
‘) Includes 71 fraternal benefit societies. 


‘S) Six of the 12 non-Quebec provincial centrals are registered under the Co-operative Credit 
Associations Act and are supervised in part by the federal Department of Insurance. 


) Outside Quebec. 
‘) Mainly Quebec. 


In general terms, there has been little change since this observation was made. An 
exception, however, is that with the passage of the Canada Deposit Insurance 
Corporation Act in 1967, there has been greater consistency in the application of 
trust and mortgage loan company rules relating to capital adequacy and 
acceptable business practices. 


While the federal government regulates the banks, regulatory overlaps exist for 
the insurance and trust and mortgage loan sectors. Such companies can be 
incorporated through either federal or provincial charter. The accompanying table 
shows the present scope of federal regulation in terms of the proportion of assets 
owned by federally-regulated financial institutions in each industry segment. 


The overlaps of regulation exist not only for incorporation, but also for the 
responsibility of supervising the financial institutions. Such supervision is mainly 
aimed at ensuring that financial institutions observe regulations relating to capital 
adequacy and liquidity so as to minimize the chance of insolvency. 


The chartered and savings banks come under banking legislation and are 
supervised by the federal government through the Office of the Inspector General 
of Banks. But where the federally incorporated banks deal in securities, they 
observe provincial regulations governing the securities markets. 


Federally-chartered insurance companies are also regulated by both levels of 
government. At the federal level, the insurers are supervised by the Department of 
Insurance. They are subject to the Canadian and British Insurance Companies 
Act, which applies to all Canadian and British insurance companies. The Foreign 
Insurance Companies Act covers all other insurance companies. Insurance agents, 
on the other hand, are subject to licensing requirements and other regulations 
established by the provincial regulatory authorities. 


Provincially incorporated trust, mortgage loan and insurance companies are not 
limited to operating in their province of incorporation; they can operate nation- 
wide if they apply for and receive licences in the other provinces. As a 
consequence, many of these financial institutions are subject in their business 
dealings to a number of different provincial regulatory authorities. 


Federally-chartered trust companies are governed by the Trust Companies Act 
and mortgage loan companies are governed by the Loan Companies Act. Both are 
supervised by the federal Department of Insurance. However, such companies 
need, in all provinces, licences from provincial authorities to operate there. 
Moreover, some of their trust activities are governed by provincial legislation 
despite their federal charter. Thus, such institutions are regulated by both the 
federal and provincial levels of government. 


In the case of deposit insurance, provincial institutions that are insured must meet 
federal standards but are supervised by the provincial authorities. Also, some 
provinces have arranged to have the federal Department of Insurance supervise 
the financial institutions incorporated in their province. 


Local credit unions and caisses populaires are chartered and regulated 
provincially. The Canadian Co-operative Credit Society (CCCS), the national 
umbrella organization (outside of Quebec), is incorporated and regulated 
federally; it is supervised by the federal Department of Insurance. Though 
chartered provincially, six provincial centrals (out ofa total of 12 outside of . 
Quebec) are subject to both federal and provincial regulation because they, like 
the CCCS, are registered under the federal Co-operative Credit Associations 


Act (CCAA). 


59 


The Investment Companies Act applies to federally-chartered financial 
intermediaries which are not subject to regulation under other federal legislation. 
Many such institutions are financial subsidiaries of industrial firms, such as 
automobile manufacturers, and retailers, such as department stores. 


The credit unions and caisses populaires provide a useful example of the rather 
accidental fashion in which the existing regulatory system gained its shape. Early 
in its history, the caisse populaire movement sought federal charter. A lack of 
favourable response by the federal government led the movement to then seek 
provincial charter and recognition for locals. Later, however, the federal 
government enacted the CCAA, under which the CCCS gained its charter. 
Subsequently, six provincial centrals found it in their interest to register under the 
CCAA and have thereby become subject to supervision by the federal government. 


3. Recent Financial Market Developments 


Shifts in financial markets and changes in the way that the non-financial sector of 
the economy finances its activities have had an important influence on the 
development of Canadian financial institutions during the past decade and a half. 
The development of trends in financial markets and in some cases their sudden 
reversal have generated pressures for structural change and a further blurring of 
distinctions among financial institutions. These trends are summarized below. 


Chart 1 


Total Borrowing of the Non-Financial Sector as a Percentage of 
Gross National Product 1967-1984 
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Source: Department of Finance 
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Flow of Funds 


The total flow of funds through the financial markets has varied significantly since 
1967. As Chart | indicates, the total financing of the non-financial sector in 
Canada, expressed as a percentage of gross national product (GNP), rose sharply 
during the first half of the 1970s. It remained high during the last half of the 
1970s before plunging downward in 1982 with the onset of the recession. In the 
past two years, it has risen again although it remains well below the peaks 
established in the late 1970s and early 1980s. The decline in total financing in 
1982 was caused by the recession. As it deepened, individuals and corporations cut 
back their spending and tried to pay back loans to reduce the burden of interest 
payments. Since then, with the economic recovery, renewed confidence and 


increased spending have brought individuals and corporations back to the 
borrowing markets. 


Until this recent period of sharply divergent trends, the relative importance of 
direct and intermediated financing had tended to remain roughly the same, 
although the level of intermediated financing had been somewhat less volatile (see 
Chart 2). During that period, intermediated financing grew because of steady 
demand for consumer and mortgage financing and an increasing corporate 
appetite for bank loans as opposed to bond and equity issues. Direct financing, on 
the other hand, was fuelled by the growth of public sector borrowing requirements 
that were met through issues of bonds and Treasury bills. However, during and 
since the recession the trends have diverged. While direct financing has been 
sustained by public sector borrowing requirements, intermediated financing has 


Chart 2 


Net Direct and Intermediated Borrowing of the 
Non-Financial Sector 1967-1984 
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remained below its previous peak. In the past two years, direct financing has been 
additionally buoyed because the corporate sector has issued large amounts of new 
equity (common and preferred stock) to restructure balance sheets. 


These various developments had important implications for financial institutions 
because different markets are important to different types of institutions. The 
steep growth in corporate borrowing in the period before the recession worked to 
the benefit of the major corporate lenders — the chartered banks — while the 
subsequent steep decline worked to their detriment. Meanwhile, the shift of 
corporations to direct financing in the past two years has commensurately helped 
the investment dealers. 


Direct Financing 
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The relative importance of bonds, equity and money market instruments in total 
direct financing has changed significantly over the past decade and a half (see 
Chart 3). Particularly notable is the increased use of short-term money market 
securities such as Treasury bills and commercial paper, as inflation and interest 
rate uncertainty increased the risk of long-term, fixed-rate securities for both 
borrowers and lenders alike. Equity financing was provided a boost in the late 


Chart 3 


Distribution of Direct Market Financing by Type of Instrument; 
Period Averages, 1967-1972, 1973-1977, 1978-1984 
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1970s by the increased popularity of term preferred shares, and since 1982 by the 
revival of the stock market, which sparked a resurgence of the issuance of both 


preferred and common stock as corporations undertook a restructuring of 
balance sheets. 


Intermediated Financing 


The main trends in intermediated financing since 1967 have been the increase in 
the relative size of deposit-taking savings institutions and the relative decline in 
the size of contractual-savings institutions (i.e., the life insurance companies and 
the pension funds). One factor was the decline in long-term saving and borrowing 
in the wake of inflation and interest-rate uncertainty. In this atmosphere, the 
deposit-taking institutions fared well. But for contractual savings institutions, the 
results were mixed. Trusteed pension funds increased in importance, largely 
reflecting the increased attention given pension arrangements in Canadian society. 
Life insurers, on the other hand, suffered a relative decline, as the longer-term 
investment vehicles they offer to customers suffered a drop in popularity. 


Table 2 shows the assets held by the major groups of financial institutions in 1967 
and 1984, and their shares of total financial-system assets in those years. It should 


Table 2 


Financial Assets of Canadian Financial Institutions, 1967 and June 1984 


Billions Per cent of 
of dollars system assets 
1967 1984 1967 1984 

Major deposit-taking institutions 

— Chartered banks 24.9 213.9 34.3 37.4 

— Trust and loans 7.0 63.3 9.6 11st 

— Co-operatives Bias: 40.2 4.5 20 
Contractual-savings institutions 

— Life insurers‘” 128 63.4 17.6 a 

— Trusteed pension funds 8.0 83.8 11.0 14.6 
Other financial institutions 

— Private sector”? 10.8 6249 14.9 10 

— Public sector’ 50 45.1 8.1 7.9 
Total Mad! 572.6 100.0 100.0 


“) Includes their accident and sickness insurance operations and segregated funds. 

Includes property and casualty insurance companies, sales finance and consumer loan companies, 
investment dealers, mutual funds, Quebec savings banks, mortgage investment trust corporations, 
financial leasing companies and business financing corporations. 

3) Excludes the Bank of Canada. 

Source: Financial Flow Accounts, Canada Gazette, and Bank of Canada Review. 
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be noted that this presentation of the size of financial asset holdings understates 
the importance in the financial system of institutions that provide services on a fee 
basis. Investment dealers, for example, have comparatively small asset holdings 
but play a central role in direct markets as they participate in the underwriting 
and distribution of most new issues of corporate and government securities and act 
as brokers for the secondary trading of these securities. The asset holdings shown 
for trust companies also understate their role in the financial system since trust 
companies, in their fiduciary function, administer assets amounting to more than 
their own holdings of intermediated assets. 


Deposit-taking Institutions 
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The successful growth performance of Canadian deposit-taking institutions since 
1967 reflected the rapid growth of loan demand. This growth was reflected in the 
rapid growth in deposit liabilities — at the rate of about 15 per cent per annum 
between 1967 and 1984. The short-term nature of the deposit instrument and the 
fact that it is insured through deposit insurance explained in part the rapid growth 
of funds saved in this way. 


Chart 4 


Shares of Deposit Liabilities Held by 
Deposit-Taking Institutions 1967, 1974 and 1984 
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The various types of deposit-taking institutions were able to compete on a 
relatively even footing for this growing market and, as Chart 4 shows, there were 
no dramatic changes in market share, although the co-operatives did relatively 
well. Two 1967 legislative changes had some impact on financial markets during 
this period. First, there was the removal of interest-rate ceilings on chartered bank 
lending and the lowering of reserve requirements on their notice deposits, which 
removed hindrances on their ability to compete for term deposits. Second, there 
was the introduction of deposit insurance, which enhanced the attractiveness of 
the near banks as safe institutions in which to place deposits. 


The chartered banks are the major suppliers of commercial credit in Canada and 
business loans constitute the largest item in their asset holdings (see Chart 5). 
Mortgage loans, however, have been the fastest growing asset in their balance 
sheets since 1967 and have risen to be the second largest balance sheet component. 
Consumer loans, meanwhile, have increased only marginally as a share of bank 
assets, although the banking system has significantly increased its share of that 
market over the period; consumer loans now rank behind mortgage loans as a 
balance sheet component. Other balance sheet components, most notably holdings 
of government securities, have become correspondingly less important. 


Chart 5 


Chartered Banks: Structure of Financial Assets 
1967, 1974 and 1984 
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An important development on the liability side of the banks’ balance sheets has 
been the growth of wholesale deposits (see Chart 6) in conjunction with the 
growth of the short-term money market. Wholesale deposits are of particular 
importance as a source of funds to certain smaller domestic banks and the foreign- 
owned banks, which do not have large branch networks to gather retail deposits. 
Another trend has been the increase in term deposits as a proportion of total 
deposit liabilities of banks. 


In addition, there has been an upswing in international business, especially since 
the mid-1970s. Lending to and borrowing from non-residents now account for 
close to one-third of the chartered banks’ total assets, compared to 22 per cent 
in 1967. 


Chart 6 


Chartered Banks: Wholesale and Retail Deposits as Shares of 
Canadian Dollar Deposit Liabilities, 1967, 1974 and 1984 
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As financial intermediaries, trust and mortgage loan companies are funded almost 
entirely by term and savings deposits and their investments are predominantly in 
mortgages (see Chart 7). However, their role in business finance has increased 
fairly significantly, particularly in the past decade. In part, this reflects the desire 
of many of these companies to become more diversified and to have a greater 
presence in business lending. They have been able to achieve these goals partly by 
the use of their power to purchase corporate “evidences of indebtedness” that can 
be structured to have conditions similar to bank business loans. A significant 
factor in the growth of trust company fiduciary activities in recent years has been 
the management of trusteed pension funds. Commissions from real estate sales 


and management also took on an increasing importance in their operations during 
the 1970s. 


Chart 7 


Trust and Mortgage Loan Companies: Structure of 
Financial Assets 1967, 1974 and 1984 
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Credit unions and caisses populaires are mainly savings institutions with assets 
consisting chiefly of consumer and mortgage loans (see Chart 8). About 90 per 
cent of their funding stems from deposits, with member share ownership making 
up the remainder. Over the past 17 years, financial co-operatives increased their 
share of the mortgage market and mortgage holdings became the dominant item 
in their balance sheets. Consumer credit, which had once been the largest item, 
fell steeply as a proportion of the co-operatives’ balance sheets, although this 
institutional group maintained its share of this relatively slower growing market. 
Commercial credit, although still a minor part of the co-operatives’ balance sheets, 
gained steadily in importance through this period. Overall, credit unions and 
caisses populaires have grown faster than any other type of deposit-taking 
institution since 1967. 


Chart 8 


Local and Central Credit Unions and Caisses Populaires: 
Structure of Financial Assets, 1967, 1974 and 1984 
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Contractual-savings Institutions 


The major trend among contractual-savings institutions since 1967 has been the 
shift of savings out of life insurance, partly into pension funds (see Chart 9) and 
partly into deposit-taking institutions. This occurred at a time when this sector as 


a whole was losing ground relative to other types of financial institutions in the 
competition for funds. 


Another major trend has been the shift within the life insurance industry away 
from whole life products to term and group life insurance products. This shift led 


to slower premium growth and reduced asset growth, although this was partly 
offset by increased annuity income. 


Chart 9 


Shares of Contractual Savings Held by Financial Institutions 
1967, 1974 and 1984 
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Life insurance companies earn income and acquire funds for intermediation 
mainly by selling insurance contracts and annuities. In recent years, they have also 
earned fee income by managing segregated funds (which are similar to trusteed 
pension funds). Their investment portfolios have been dominated by holdings of 
mortgages and government and corporate securities. As Chart 10 shows, there 
have been shifts in the relative proportions of these categories over the years but 
no major trends with the exception of a moderate decline in importance of the 
largest category, mortgage loans. At the same time, life insurers increased their 
direct holdings of real estate, both as an inflation hedge and for tax purposes. 


Chart 10 


Life Insurance Companies: Structure of Financial Assets 
1967, 1974 and 1984 
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The rapid growth of trusteed pension funds reflects a number of factors, including 
the spread of pension arrangements and tax incentives for retirement savings. 
Pension funds invest mainly in government and corporate securities, and these 
assets account for three-quarters of their balance sheets, with mortgages being the 
third most important investment. As Chart 11 indicates, there have been no major 


trends in portfolio composition since 1967, although there were some shifts back 
and forth over time. 


Other Financial Institutions 


There is a wide variety of smaller, usually highly specialized firms that occupy 
niches within the financial system. Together, they have seen their share of the 
financial system rise somewhat since 1967. 


Among private sector institutions are companies that specialize in financial 
leasing, venture capital, the financing of inventories and accounts receivable, 
consumer loans, investment funds and underwriting and brokerage. These include 
investment dealers and general insurance companies. As Table 2 shows, such 
private sector institutions account for 11.0 per cent of the total financial system 
assets. 


Chart 11 


Trusteed Pension Funds: Structure of Financial Assets 
1967, 1974 and 1984 
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The public sector institutions consist of Crown-owned corporations such as the 
federal government-owned Canada Mortgage and Housing Corp., Farm Credit 
Corp., Federal Business Development Bank, and Export Development Corp. As 
financial intermediaries, these institutions are essentially residual lenders in their 
respective areas. Among provincial government-owned institutions are the Alberta 
Treasury Branches, Province of Ontario Savings Office, Quebec Deposit and 
Investment Fund, Alberta Home Mortgages Corp., and automobile insurers in 
Manitoba, Saskatchewan and British Columbia. Government-owned financial 
institutions hold around 8 per cent of the financial system’s total assets. 


Credit Market Developments 


In the area of government financing, financial institutions have supplied about a 
third of the funds that governments have borrowed in the period since 1967. As 
Chart 12 indicates, there has been a decline in the share held by chartered banks 
and life insurers, while trusteed pension funds and other financial institutions have 
increased their relative shares among all financial institutions. 


Chart 12 


Holdings of Government Securities by Financial Institutions 
1967, 1974 and 1984 
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Financial institutions have increased their share of total business financing since 
1967 from less than one-third to more than one-half. This has occurred as they 
have both supplied more commercial credit and purchased more corporate 
securities. Among financial institutions, the chartered banks are the most 
important suppliers of funds, accounting for well over 40 per cent of business 
financing (see Chart 13). A variety of other institutions supply the rest and there 
have been few shifts in their relative importance worthy of note, with the exception 
of the moderate decline in life insurers’ share offset by a similar increase in near- 
banks’ share. In terms of the types of instruments used to supply this financing, 
bonds have been declining in importance and are being replaced by business loans. 
Chart 14 indicates that among financial institutions, life insurers and trusteed 
pension funds are the biggest holders of corporate bonds, accounting for more than 
60 per cent of the total. Chart 15 shows that the chartered banks are by far the 
largest suppliers of business loans, accounting for four-fifths of the total business 
credit extended by financial institutions. 


Chart 13 


Financial Institutions, Shares of Total Business Financing 
1967, 1974 and 1984 
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Chart 14 


Shares of Holdings of Corporate Bonds by Financial Institutions 
1967, 1974 and 1984 
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Chart 15 


Shares of Commercial Credit Extended by Financial Institutions 
1967, 1974 and 1984 
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In the period since 1967, financial institutions have increased their share of 
outstanding consumer credit to over 96 per cent of the market, with retailers 
holding the rest. Among financial institutions, the chartered banks are the most 
important suppliers of consumer loans. As Chart 16 shows, they now account for 
over 60 per cent of this market. The financial co-operatives have been an 
important source over the years and have maintained their market share of close 
to 15 per cent. The sales finance companies, unable to match the lower rates 
charged to consumers and the shopping convenience via branch networks offered 
by other lenders, saw their share of consumer lending drop from over 30 per cent 
in 1967 to less than 10 per cent currently. 


Chart 16 


Shares of Consumer Credit Extended by Financial Institutions 
1967, 1974 and 1984 
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Financial institutions also account for the bulk of mortgage credit outstanding. As 
Chart 17 indicates, life insurers were the biggest source of mortgage funds in 
1967. But in the highly competitive mortgage market of the past decade and a 
half, their share declined as the banks and financial co-operatives made gains. 


Through this period the trust and loan companies generally maintained their 
market share. 


Chart 17 


Shares of Mortgage Credit Extended by Financial Institutions 
1967, 1974 and 1984 
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4. The Pressures for Change and the Blurring of Distinctions 


A variety of factors have combined to bring about an evolutionary change in the 
Canadian financial system during the past decade and a half. Among these factors 
have been inflation and interest rate volatility, shifting credit markets, legislative 
changes, and technological changes. The trend toward internationalization of 
financial services, the emergence of financial conglomerates, and the growing 
concentration of ownership have also been important. In addition, some of the 
impetus for change has come as a result of the efforts by some financial 


institutions to diversify into new fields in order to overcome declining prospects in 
their traditional areas of business. 


The influence of these factors on the financial system has been complex; it is 
difficult in many cases to distinguish the exact contribution each factor has made 
to a new institutional development. Nevertheless, the new developments have 
caused a noticeable reduction in the distinctions among the various types of 
financial institutions and, at the same time, have generated pressures for 
regulatory change. 


The Economic Environment 


The increased level and volatility of inflation during the 1970s and early 1980s 
was reflected in a similarly increased level and volatility of interest rates. This, 
together with uncertainty about future rates, influenced lenders and borrowers to 
shorten the terms of their financial commitments. Thus, there was a contraction of 
long-term financial activity and an associated upswing in short-term activity. 


The shortening of the terms of liabilities and assets appears to have had generally 
negative implications for institutions that specialized in long-term financial 
instruments, while having generally positive impacts on the growth of those 
institutions that were primarily active in the short-term markets. Pension plans, 
however, proved to be the exception to this trend; the compulsory nature of many 
pension arrangements explained in part why pension funds were able to expand 
their share of financial-system assets during this period. 


The trend towards short-term activity stimulated the financial institutions that 
were specializing in long-term instruments to seek out or develop new sources of 
short-term funds. Life insurers, for example, developed short-term deferred 
annuities which are close substitutes for deposits and compete in the savings 
market with the term deposit instruments offered by banks, trust and mortgage 
loan companies, and financial co-operatives. During the recent period of rapidly 
rising interest rates, some life insurance companies began to offer daily-interest 
deferred annuities. 


The interest rate volatility also increased the risks for financial institutions in what 
is known as maturity transformation. This involves, for instance, borrowing at 
short terms and lending at long terms. Facing an increased risk of large 
unexpected movements in interest rates, financial institutions placed a growing 
emphasis on matching the terms of their assets and liabilities. Thus, for example, 
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as savers became unwilling to commit their funds for long periods of time, the 
terms for which mortgage funds were made available also shrank. Long-term 
mortgages were far less available, while at the same time mortgages with terms as 
short as six months were in plentiful supply. The desire to achieve better matching 
between the terms of their assets and liabilities was an important factor during 
this period in the growing interest of trust and mortgage loan companies and the 
financial co-operatives in being able to expand their portfolio of short-term 
variable-rate loans to businesses. 


To some extent, regulatory barriers may have impeded financial institutions in 
their efforts to move into shorter-term intermediation. This led to requests for 
regulatory changes. Since inflation was one factor providing impetus for 
institutions to move into short-term intermediation, it is also partly behind the 
pressure coming from financial institutions for regulatory change. 


The uneven growth of different financial markets also affected institutions, 
especially those that tended to be specialized and to depend on a particular market 
for their growth. For example, during the period up to 1981, short-term borrowing 
by corporations was booming; institutions that did not have full freedom to engage 
in short-term business lending attempted to devise other ways of satisfying 
corporate borrowing needs. The desire to engage in short-term business lending 
was, of course, also partly stimulated by the trend towards short-term and 
variable-rate deposits and the growing focus on the part of financial institutions on 
matching the terms of assets and liabilities. In a similar development when real 
estate prices were booming and appearing to be a good inflation hedge, institutions 
with restrictions on real estate investment pressed for greater scope to engage in 
this kind of activity. 


More recently, when corporate borrowing from financial intermediaries declined, 
financial institutions shifted their attention to competing in the expanding markets 
for mortgages and securities. While mortgage lending is relatively strong at this 
time, institutions perceive a slowdown in mortgage lending in the future due to 
demographic trends. The institutions are therefore looking for ways to diversify 
into non-mortgage lending and investment activity. 


Technological Change 
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Technological change has mainly acted to facilitate changes, rather than being the 
driving force. It has reduced the cost of handling information, especially with 
respect to processing, storing and transmitting. The introduction of computers into 
the financial industry has had an impact in several ways. It has, for example, 
permitted deposit-taking institutions to offer multi-branch banking and on-line 
automated teller machines. It has also permitted an increased sophistication of the 
financial services that can be offered by financial institutions and a greater ability 
on the part of institutions to tailor financial packages to individual needs. 
Associated with this has been the reduction of the costs of providing total financial 
services packages to customers. This has naturally had the effect of encouraging 
financial institutions to diversify into different lines of business in order to provide 
their customers with as broad a package of services as possible. A bank, for 


instance, has recently introduced a package that combines a daily interest savings 
account with a discount trading facility for securities. It has made a substantial 
investment In computer systems to minimize the costs of this combined service. 


Legislative Change 


Legislative and regulatory changes that alter institutions’ powers can affect the 
competition in financial markets. For example, particular markets can be opened 
up to institutions that were previously excluded, thereby introducing a new source 
of competition for that market. However, over time, as more institutions compete 
in a growing number of markets, the distinctions between them begin to disappear. 


Legislative changes can in this way contribute to the blurring of distinctions 
among institutions. 


As well, when different types of institutions compete in one market, they may do 
so under different regulatory constraints, which can affect their relative 
competitiveness. Regulatory changes that alter those constraints can therefore 
affect the relative competitive balance between types of institutions. This can lead 
in turn to further pressure for additional regulatory changes. 


Legislative and regulatory changes are unlike other factors generating pressure for 
further change because they occur at particular points in time, often with long 
intervals in between. For example, the Bank Act, which has received the most 
legislative review of all the federal acts governing financial institutions in Canada, 
has been changed only three times in the postwar period — 1954, 1967 and 1980. 
Each revision contained important changes that subsequently changed the 
business banks did. By contrast, other factors that generate pressure for change 
tend to be ongoing, although there may be variations in the intensity of the 
pressure that they generate. 


Going back historically, there was a time when the chartered banks and the non- 
bank deposit-taking institutions were reasonably distinct. Banks did not do 
mortgage lending and were not very active in consumer lending. These activities 
were, however, staples of the trust and loan companies and the co-operative credit 
institutions. Sales finance companies were also important suppliers of consumer 
credit. At the same time, the banks’ deposit-taking activity focused on business 
current accounts and consumer chequing accounts, although they did provide 
savings accounts as well. The trust and loan companies and financial co- 
operatives, on the other hand, focused their deposit-taking activity on savings 
accounts and term deposits. 


A number of legislative changes contributed to bringing these sets of institutions 
into more direct competition with each other, which blurred the distinctions 
among them and ultimately contributed to the current pressures for further 
regulatory reforms. On the lending side, the Bank Act revisions of 1954 and 1967 
allowed the banks to take chattel mortgages as security for consumer loans and to 
make conventional mortgage loans, respectively. The banks have since become the 
most important consumer lenders and have become as important in the mortgage 
market as the trust and loan companies. On the deposit-taking side, the 1967 
changes that removed the ceiling on chartered banks’ loan rates and reduced the 
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reserve requirements on banks’ notice and term deposits removed hindrances to 
the banks’ ability to compete for term savings. As well, the introduction of deposit 
insurance enhanced the trust and loan companies’ ability to compete with the 
better-known banking institutions. The resulting competition for depositors’ funds 
created a market environment that led to such innovations as daily interest 
accounts, free chequing privileges, and overdraft protection to make the deposit 
facilities more attractive and competitive. The widespread adoption of these 
services now means that most deposit-taking institutions offer a fairly standard 
package of financial services to their deposit holders. 


In the field of business financing, an interaction of regulatory changes and market 
innovations has also produced some blurring of institutional roles. As a broad 
generalization, businesses over the years have used short-term loans for working 
capital and inventory financing, and have raised money through bond and equity 
sales to finance long-term investments. The banks tended to provide short-term 
floating rate loans and the near-banks and contractual-savings institutions tended 
to contribute to business financing via purchases of equity and long-term debt. But 
the development of the short-term paper market, and of securities that could 
substitute for bank loans, facilitated the entry of near-banks and contractual- 
savings institutions to short-term, floating-rate business financing. At the same 
time, however, banks became more active in longer-term financing via term 
lending and their entry into financial leasing. 


Certain legislative and regulatory changes facilitated these trends. For example, 
the lifting of the ceilings on bank loan rates which enhanced the ability of banks to 
compete for term deposits also consequently enabled them to provide more 
corporate term financing and commercial mortgages. Meanwhile, the 1980 Bank 
Act revisions allowed the banks to do leasing through subsidiaries. On the other 
hand, regulatory changes that relaxed certain portfolio restrictions allowed the 
near-banks and contractual-savings institutions to commit larger amounts of funds 
to the new corporate finance vehicles and thus to increase their presence in the 
short-term corporate finance market. 


More recently, regulatory change has set the stage for more competition between 
chartered banks and the securities industry. Some banks are interested in 
providing their customers with access to discount brokerage for securities. 
Although historically banks have been specifically permitted to deal in securities, 
the banks did not actively promote brokerage as a service to customers. If a 
customer asked a bank branch to help buy or sell a marketable security, the bank 
was in a position to comply with the request by channelling the order through a 
broker. There was no attempt to advertise its ability to do so or to interest 
customers to use the bank, instead of a broker, to trade in securities. When the 
Ontario Securities Commission deregulated brokers’ commissions and fees in the 
early 1980s, discount brokers set up shop to offer customers cheaper commission 
rates by providing brokerage services with no investment advice. One chartered 
bank has taken advantage of the new development by offering its customers easy 
access to these discount brokers. 
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While regulatory changes have generally worked to lessen the distinctions among 
types of institutions, some have worked to maintain or sharpen the distinctions. 


For example, in 1967, banks were required to divest their holdings in trust 
companies and generally to break up their working relationships with those trust 
companies. As well, in 1980, the banks were for the first time restricted in their 
powers to engage in securities dealing. 


Regarding the role of regulatory change in the evolution of the financial system, 
there are two important observations to be made. First, as noted, regulatory 
change can foster competition that leads eventually to pressure for further 
regulatory change. Second, the sequence of regulatory change may be important. 
In the relatively slower-paced world of the 1950s and 1960s, regulatory change 
often took time to alter fundamentally the balance of competitive forces in the 
marketplace. For example, the 1954 Bank Act allowed banks to take chattel 
mortgages, but this type of lending by banks did not show major gains until 1958. 
In the more sophisticated, rapidly adapting financial world of the 1980s, new 
opportunities tend to be quickly seized. Subsequent to the 1980 Bank Act revision, 
the legislative provisions governing the trust and mortgage loan companies, the 
financial co-operatives and the insurance companies are now due for revision. All 
the concerned institutions are anxious to have their legislation considered as 
quickly as possible, because they are worried that they may be held back while 
competing institutions have their legislation changed. 


Finally, it appears true that in many instances, if regulatory practice is slow to 
change, financial innovation can achieve more or less similar results for financial 
institutions. For example, life insurance companies are not specifically permitted 
to take deposits. But by innovating within their regulatory constraints, they have 
effectively entered the term savings field in direct competition with deposit-taking 
institutions through their short-term deferred annuities. Also, life insurance 
companies, even though they lack fiduciary powers, have been intensifying their 
efforts in the pension field through the introduction of group deferred annuities 
and through the management of segregated funds. Trust and mortgage loan 
companies, on the other hand, which do not have full freedom to engage in 
unsecured business lending, have used their powers to invest in debentures and 
other evidences of indebtedness to advance funds to corporations under terms 
similar to bank loans. Other financial institutions are also considering similar 
kinds of financial innovation. The above examples serve to illustrate the 
observation that regulatory constraints are not in fact air-tight and further 
significant possibilities for the “blurring of distinctions” may exist even without 
regulatory change. 


The Influence of Changes in Other Countries 


The effects of the economic environment and technological change have been at 
work in other countries as well. Each country’s financial system has reacted 
differently, because of its unique institutional structure and regulatory system. 
Nevertheless, pressures for change have arisen in many countries. The United 
States, the United Kingdom, Australia and the Federal Republic of Germany have 
all recently conducted major reviews of financial sector policy. 
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There may have already been a “demonstration effect” in the Canadian financial 
sector as a result of the trend to diversification abroad. For example, some 
Canadian brokers have recently made a further step towards the combination of 
banking and brokerage through a service modelled directly on cash management 
accounts developed in the United States. While brokers have offered interest on 
unused cash balances for several years, the new service additionally allows 
customers cheque-writing privileges. Since brokers are not members of the 
Canadian Payments Association, cheques drawn on the new accounts are cleared 
by a chartered bank. It is not clear whether the decision by some financial 
institutions to move more towards one-stop financial shopping is a response to 
consumer demand in Canada or simply Canadian financial institutions copying 
U.S. developments in this area. 


Recent financial developments in the United States, United Kingdom, Australia, 
Japan and the Federal Republic of Germany are reviewed in Appendix II of this 
discussion paper. In general terms, there has been a drift away from specialized 
institutions in some of these countries towards diversified financial institutions 
providing a wide variety of financial services. It appears that traditional 
institutional barriers are being broken down and that financial institutions may 
increasingly move into non-traditional areas of business. 


The Growing Internationalization of Financial Services 
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There is a definite worldwide trend among financial institutions to the provision of 
services on an international basis. Among the factors which have encouraged this 
are: the large national trade imbalances that have characterized the past decade 
and created the need for massive capital flows; the development of large, flexible 
Eurocurrency markets; and the development of telecommunications infrastructure 
that facilitated the rapid shifting of funds around the globe. The increased size of 
capital flows across borders have encouraged financial institutions to position 
themselves to be able to participate fully in international business. Many increased 
their presence abroad. 


Canadian banks, for instance, have substantially increased the foreign currency 
component of their total business during the past decade. Canadian life insurance 
firms are also active abroad and foreign contracts account for over one-quarter of 
their business. The investment houses, which are largely Canadian owned, also 
operate branches abroad. In short, foreign operations are important to many 
Canadian financial institutions. At the same time, foreign financial institutions, 
including banks, investment dealers and life insurers, are active in Canada. 


As a consequence of the growing internationalization of financial services, there 
have been pressures generated for regulatory reform in the Canadian financial 
sector, with respect both to functions that institutions are allowed to perform and 
to ownership restrictions. Some investment dealers, for instance, have maintained 
that some additional leeway for foreign financial institutions to partly own 
Canadian dealers would make the dealers more competitive both at home and 
abroad. Other financial institutions have also argued that if Canadian financial 
companies are to be active and competitive on the world stage, they should be 


allowed as great a range of powers at home as their foreign competitors offer. 
Canadian financial institutions maintain that they will lose Canadian clients to 
foreign competitors if they are restricted in such a way that they cannot 


match the services being provided by European, American and Japanese 
financial institutions. 


Foreign-owned investment dealers are at present seeking the removal of 
constraints that keep them at a disadvantage in Canadian financial markets 
relative to Canadian-owned investment dealers. The search for reciprocity in 
Canada on the part of foreign institutions was an important factor in 1984, when 
the federal government increased the amount of lending that could be done by 
foreign-owned Schedule B banks operating in Canada. 


The Financial Conglomerates 


Financial conglomerates have existed for some time on the Canadian scene 
without sparking the interest of the financial community or regulators. This was 
because the individual institutions within the conglomerate tended to function as 
independent units, despite their common ownership. Recently, however, the 
conglomerate form has come to be seen as a means of bringing under one roof a 
variety of financial services that could then be packaged for the consumer for 
“one-stop” financial shopping. 


In some cases, where several financial institutions were already under common 
ownership, there have been moves to consolidate these financial holdings under 
one corporate structure. In other cases, financial conglomerates have been put 
together through acquisitions. 


What sparked the interest of the financial community in these developments also 
sparked the interest of regulators. In particular, the expressed intention on the 
part of some conglomerates to use common distribution networks and to bring the 
component financial institutions into closer co-operation has raised questions 
about how this fits in with public policy goals. 


The Ownership of Financial Institutions 


Recent developments in the ownership of financial institutions have generated 
pressures for a re-evaluation of government ownership policy. Where, as recently 
as 1978, at least three major trust companies were widely held, there are now no 
longer any trust companies that are clearly widely held. Furthermore, it has been 
suggested that several trust companies have failed because of reasons linked to 
non-arm’s-length transactions, or self-dealing. Also, some industry groups have 
advocated new ownership requirements. For example the chartered banks have 
maintained that the same ownership restrictions that apply to them should also 
apply to all deposit-taking institutions. In addition, investment dealers have made 
requests related to ownership rules (see the following section on the views of 


financial institutions). 


The current regulation of the ownership of Canadian financial institutions is 
not uniform. 
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With respect to chartered banks, federal law now prohibits any person or 
associated persons from owning more than 10 per cent of a Schedule A chartered 
bank. In addition, the number of bank shares held by non-residents can 

be no more than 25 per cent of the total issued or outstanding shares of a 
Schedule A bank. 


Schedule B banks, however, are allowed to be closely held. Schedule B banks that 
are subsidiaries of foreign banks are allowed to continue to be foreign-owned 
indefinitely but their growth is constrained. (Total domestic assets of a foreign- 
bank subsidiary are limited to 20 times deemed authorized capital, and the 
combined domestic assets of all foreign-bank subsidiaries cannot exceed 16 per 
cent of total domestic assets for all banks in Canada.) Other Schedule B banks — 
namely those domestic banks newly formed under Schedule B of the Bank Act 
which was introduced in the 1980 Bank Act revision — are required to comply after 
10 years with the same ownership restrictions that apply to Schedule A banks. 


For trust, mortgage loan and life insurance companies, federal law restricts the 
transfer of control of existing Canadian-owned, federally-chartered companies to 
non-residents. No more than 10 per cent of the shares of a Canadian-controlled 
life insurer, trust company or mortgage loan company can be transferred to the 
name of any one non-resident (together with his or her associates), and no more 
than 25 per cent of the shares can be transferred to the name of non-residents as a 
whole. There are no restrictions on the formation of new life insurance, trust or 
mortgage loan companies by non-residents. Ministerial approval is required for 
any merger of such financial institutions to take place. A number of provinces 
have adopted limitations on non-resident ownership of trust companies within 
their jurisdictions. 


Rules in Ontario prevent foreign persons from achieving control of Canadian 
investment dealers, although some foreign-owned investment dealers have 
continued to operate in Canada under “grandfather” clauses. 


Currently, no single investor or group of investors who are not registered as 
officers of the investment dealer can own more than 10 per cent of its shares. In 
addition, non-residents are restricted to an aggregate 25 per cent ownership limit. 
Investment dealers, in turn, cannot own more than 10 per cent of other financial 
institutions. In Quebec, any outside investor or group of investors wanting to own 
more than 10 per cent of an investment dealer must obtain the approval of the 
Quebec Securities Commission. In other provinces, there are no specific rules 
regarding the ownership of investment dealers, although most dealers that operate 
in other provinces also operate in Ontario and thus must follow Ontario rules. 


5. The Views of the Main Financial Groups on Regulatory Change 


In their communications with the federal government and in their public 
statements, financial institutions have expressed a variety of views regarding 
regulatory reform. There is a general agreement that changes need to be made to 
financial legislation. But there is no consensus on the extent or the direction of 
change that is desirable. 
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Institutions generally agree that regulation must be equitable. However, there are 
often disagreements as to what would constitute equitable regulatory treatment 
when specific regulations are discussed. The views of the main institutional groups 
are also characterized, in part, by the desire to expand into non-traditional areas 


while at the same time protecting their own traditional markets against further 
incursions by others. 


The fact that institutional requests for greater powers are essentially aimed at 
further penetration of markets already served by others, not virgin territory, 
suggests that the pressures for regulatory change are not indicative of “gaps” in 
the kinds of credit or financial services being offered by financial institutions. 


Rather, the requests for wider powers reflect the desire of institutions to be well 
positioned to compete in the future. 


The main stated opinions of these institutional groups on three key subjects — 
powers, separation of function and ownership — are summarized below. They are 
presented both as a service to readers and as an indication of the pressures for 
regulatory change that are being brought to bear on the federal government. It is 
emphasized that these summaries are not meant to be exhaustive presentations of 
the views of the financial institutions. They reflect only the gist of the public 
statements made by representatives of these groups and their correspondence with 
the federal government. The viewpoints of some of these groups have evolved over 
time and it is possible that some of these viewpoints may have changed further 
since they were made known to the government. The views attributed to each 
institutional group do not necessarily reflect the opinions of all of the individual 
institutions within the group. 


Chartered Banks 


The chartered banks as a group have not been pressing for new powers. However, 
if other institutional groups are granted additional powers, then the banks want to 
have a matching allocation of added powers. Instead of powers, a major concern of 
the banks is with the uniformity of regulation. The banks have argued for a “level 
playing field’? whereby institutions providing the same or similar financial services 
should be similarly regulated. 


With respect to separations of function, again the chartered banks as a group have 
not urged change from the status quo. However, one major bank has argued for 
the elimination of the separation of commercial lending and the underwriting of 
corporate securities. 


Ownership restrictions are another major concern of the banks. The banks 
strongly support strict ownership limitations on all deposit-taking institutions. 
They believe that the restriction that applies to the Schedule A banks, namely that 
an investor or an associated group of investors may not own more than 10 per cent 
of the stock, should apply to other deposit-taking institutions. Closely-held 
deposit-taking institutions (that is, those with any one owner with more than 10 
per cent of the stock) should have a 10-year “grace” period to comply with the 
ownership restrictions. But while such institutions continue to be closely held, they 
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should be subject to higher reserve requirements, higher capital adequacy ratios, 
and higher deposit-insurance premiums than widely-held deposit-taking 
institutions. 


Trust and Mortgage Loan Companies 


The trust and mortgage loan companies are seeking a general updating of their 
governing legislation and are particularly interested in obtaining additional powers 
to lend to corporations. They would also like to have wider business powers to 
permit them to engage in such activities as financial leasing, to own personal loan 
corporations and to own a bank abroad. 


They have advocated maintaining the existing institutional groups but with wider 
powers for non-banks. 


Trust and mortgage loan companies are generally against ownership restrictions. 
They believe that if closely held companies raise policy concerns, such as conflict 
of interest, this should be dealt with in other ways. In this regard, they have 
suggested the creation of “public responsibility committees” to serve within 
institutions. 


Life Insurance Companies 


Life insurance companies are seeking more freedom with regard to their 
investments. They propose that the current rigid “quality” tests on investments be 
replaced by a “prudent management” concept, supplemented by quantitative 
restrictions on certain types of investments. This proposal would mean that, as 
long as life insurers kept within specified constraints on each class of investments 
(equities, real estate, mortgages, etc.) as a proportion of total assets, they would be 
free to make investments as they saw fit. With respect to powers to raise funds, life 
insurers want removal of the current statutory prohibition against their issuing 
bonds and debentures. 


With respect to separations of function, life insurers want to be specifically 
permitted to own other financial institutions, including trust companies, subject to 
the limitation that such investments not exceed a maximum of 15 per cent of own 
assets. In addition, life insurers want direct powers to act as trustees in limited 
circumstances such as the administration of pension plans, Registered 

Home Ownership Savings Plans, and the funds becoming payable under 
insurance contracts. 


Life insurers are generally against ownership restrictions. 


Investment Dealers 


Investment dealers want to open up the possibilities of “networking” arrangements 
among financial institutions, although with appropriate limitations to ensure that 
financial intermediaries remain distinct from market intermediaries in terms of 
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their powers. Such networking arrangements would permit the combination of 
financial services from different financial institutions into a single package for sale 
to customers. Investment dealers additionally want an expansion of their powers to 
allow them to do what non-resident securities firms can do in terms of assisting 
Canadian issuers to sell their securities in foreign markets and to sell foreign 
securities to Canadian institutional investors. 


Investment dealers generally want to maintain the current separations of function. 
They want banks and other financial intermediaries largely to stay out of market 
intermediation or securities dealing, and are willing in turn to stay out of financial 
intermediation. They are particularly concerned over the prospect of banks and 
other financial institutions engaging in securities underwriting and private 
placements of securities in the unregulated “exempt market” (placements in the 
exempt market are to large institutions that are recognized by the securities 
commissions as “exempt purchasers”; the securities commissions do not require 
prospectuses to be filed for securities issued in this market). They want all firms 
engaged in securities dealings to be required to register with securities 
administrators and to comply with capital adequacy tests and ownership 
restrictions. 


Regarding ownership restrictions, the industry wants government to assume the 
role of imposing and maintaining such restrictions. To date, existing restrictions 
have been imposed by the stock exchanges and the Investment Dealers 
Association. All investment dealers agree that ownership restrictions on the extent 
of foreign involvement in the Canadian securities industry are necessary to 
preserve Canadian control over Canadian capital markets, although there are 
differences of view on how low the ceiling on foreign participation should be. Most 
of the industry believes that the present rules that limit total non-resident holdings 
to 25 per cent and individual non-resident holdings to 10 per cent continue to be 
appropriate, although the possibility of allowing individual holdings of up to 20 
per cent has been considered. However, others in the industry believe that a 
further relaxation of the rules — allowing foreign ownership of up to 49 per 

cent — would not jeopardize Canadian control and would additionally benefit the 
industry by allowing an injection of capital. 


Financial Co-operatives 


Financial co-operatives are seeking wider powers to borrow and invest outside of 
the co-operative movement. Where they are restricted at the federal level and in 
some provinces from lending to businesses outside the co-operative movement, 
they want the restriction removed. They also want the power to issue preferred 
shares and subordinated debt to enhance and stabilize their capital base and 
generally to be able to raise and invest funds without limitations. 


Separation of function and ownership restrictions are not key issues for the 
financial co-operatives. 
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Pension Funds 


The managers of pension funds have requested both a simplification and a 
relaxation of the rules governing pension fund investments. More specifically, they 
would like the rules changed so that more investment opportunities become 
eligible and more foreign investments be permitted without tax penalty. They also 
would like a shift from the current complex set of rules to the so-called “prudent 
man” concept of regulation, whereby limits are specified on broad investment 
categories and pension fund managers can invest freely within these categories. 


Separation of function and ownership restrictions are not of concern to the 
pension funds. 


6. The Policy Responses from Governments 


Overview 
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Recent policy developments at the federal level and in Ontario and Quebec are 
summarized below. More details are subsequently presented regarding both 
federal and Ontario government proposals to revise trust and mortgage loan 
company legislation and recent decisions regarding securities dealings in Ontario 
and Quebec. 


The 1980 Bank Act revision was the last time the federal government made major 
legislative changes affecting the financial sector. Since then, it has published a 
discussion paper and draft bill aimed at revising the federal trust and loan 
legislation. These 1982 proposals, which are on hold pending the current review of 
regulatory reform in the financial sector, adhered to the traditional approach to 
the regulation of the financial sector. The general thrust was to modernize the 
legislation and grant trust and mortgage loan companies modest additional powers 
to engage in commercial lending. 


The Ontario government has tended to take a generally similar approach. For 
example, the 1983 Ontario White Paper on trust and loan legislation favoured an 
approach that included separation of certain functions, regulatory controls on the 
transfer of ownership of institutions, and modestly broader powers for institutions 
that demonstrated their capability. The Ontario Securities Commission (OSC) 
has also tended to favour a similar approach for the regulation of securities 
dealing in Ontario. For example, in the 1982 report on ownership and 
diversification of securities firms, the OSC recommended that securities firms not 
be allowed to provide financial services other than brokerage and underwriting 
either directly or through associated companies. Conversely, it recommended that 
other financial institutions should not be allowed to have equity interests in 
securities dealers. The OSC generally maintained this approach in its October 
1983 decision on the provision of access to discount brokerage services by financial 
institutions. In that decision, the OSC indicated that it would exercise its powers 
to ensure that underwriting and other business activities essential to it, such as 
distribution of securities, the solicitation of sales of securities and the provision of 


investment advice, would essentially remain the preserve of securities dealers. A 
report on the recent OSC hearings on foreign ownership of securities dealers in 
Ontario was issued earlier this year. In another development, the Ontario Task 
Force on Financial Institutions, in its interim report published in December 1984 
has opened up the question of industry structure for public discussion. 


The Quebec government has taken a fundamentally different approach to 
financial sector regulation. In line with the basic philosophy of the 1969 Report of 
the Study Committee on Financial Institutions (known as the Parizeau Report), 
the Quebec government has favoured the diversification of financial institutions 
into non-traditional areas. The Parizeau report recommended regulation by 
function rather than by type of institution; thus, it recommended that a financial 
institution could be involved in any financial activity as long as it complied with 
the regulations concerning that activity. While not proposing major changes to the 
basic regulations governing each type of financial activity, the Quebec government 
appears to be willing to allow a single financial enterprise to be active in all the 
main financial services, either directly or via wholly-owned subsidiaries. For 
example, the Quebec Securities Commission (QSC) has decided to relax 
constraints on registration of financial institutions as securities brokers and on 
diversification of brokerage houses into other financial activities. The QSC 
believes that its measures will stimulate competition, let firms add to their equity 
base, and allow them to diversify their range of permitted activities. These 
expanded powers, it believes, will improve brokerage firms’ abilities to compete in 
the rapidly evolving financial system. Quebec has also taken some major 
departures in insurance company legislation from positions taken in federal 
legislation and in that of the other provinces. Among the legislative changes 
implemented in June 1984 are those that allow insurance companies to invest in 
financial holding companies and those that permit mutual insurance companies to 
finance subsidiary companies with funds raised in the market. Other changes 
permit insurance companies to take deposits from the public and to make 
commercial loans. The Quebec government has also stated that it intends to make 
changes to its legislation governing trust and mortgage loan companies and the 
caisses populaires. 


Federal Trust and Loan Proposals 


The approach in the 1982 proposals for the revision of federal trust and loan 
legislation was to modernize and rationalize the regulations governing very similar 
types of institutions. The deposit business of trust companies would have changed 
from the “guaranteed trust concept” to a ““debtor-creditor concept”. The proposals 
additionally addressed trust company powers to lend to corporations. Corporate 
lending, including financial leases but excluding mortgages, would have been 
limited to 15 per cent of total assets. 


The 1982 discussion paper raised the possibility of a maximum 10-per-cent 
restriction on the ownership of trust company shares by any one individual, similar 
to the provisions for bank ownership that exist in the Bank Acct. It also raised 

the possibility of giving to the Minister of Finance the power to block the 

transfer of ownership of a block of 10 per cent of outstanding shares to an 
“undesirable owner”. 
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The 1982 discussion paper proposed a strengthening in the existing self-dealing 
and conflict of interest provisions. In addition to restrictions on loans to major 
shareholders and investments in other shareholder-owned companies, a trust 
company would have been prohibited from buying assets from or selling assets to a 
shareholder with more than a 10-per-cent interest unless the federal Superintend- 
ent of Insurance approved the transaction. 


With respect to the types of investments trust companies could make, the federal 
proposals would have dropped the existing detailed qualitative and quantitative 
tests applied in determining eligibility of individual investments. Substituted in 
their place would have been a set of quantitative limits only. For instance, trust 
companies would have been able to invest in any common shares that appealed to 
them as long as the total holding of common shares did not exceed a certain 
proportion of total assets. There would also have been quantitative restrictions on 
the proportion of total assets invested in real estate, the size of particular loans 
and investments and the amount invested or lent to any one corporation. Capital 
adequacy and liquidity rules would have been established by regulation. 


Trust and Loan Company Regulation in Ontario 
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The recommendations of the Ontario government in the 1983 White Paper on 
trust and loan companies tend to buttress and strengthen the previous approach 
to regulation. 


Among the important provisions of the 1983 White Paper (formally known as the 
Proposals for Review of the Loan and Trust Corporation Legislation and 
Administration in Ontario) are recommendations for the continuance of the 
restrictions on transfers of major blocks of shares of trust and loan companies, and 
the requirement for provincial government approval of mergers and amalgama- 
tions. Tighter controls are also proposed on ownership of subsidiaries and on 
transactions with corporations in which the company has a significant interest. 
Government approval for entry by companies into fiduciary activities would be 
based on demonstrated management experience and competence. The thrust of 
these provisions would be to maintain a fairly clear line of demarcation between 
the trust companies and other segments of the financial industry. 


With respect to business powers, the White Paper proposes to retain the 
guaranteed trust concept for the deposit business of trust companies, to adopt 
better rules concerning the valuation of real estate as security for mortgage loans, 
to limit real estate investments to 10 per cent of assets and to permit only 
companies that have demonstrated their management ability to engage in 
commercial lending. Commercial loans (undefined in the White Paper) would be 
limited to a maximum of 15 per cent of a company’s total assets. Investment 
rules would be simplified and broader powers granted as a company proved 

its capability. 


Financial Institutions and Securities Dealing in Quebec 


The 1983 decision by the Quebec Securities Commission (QSC) on the ownership 
and diversification of brokerage firms rejected the need for maintaining existing 
barriers, or erecting any new ones, around the securities industry. The Quebec 
Securities Act specifies brokerage registration conditions. Any firm which meets 
these conditions can register with the QSC. In the past, financial institutions were 
granted a limited registration. But the QSC now favours relaxing these constraints 
in the interests of competition. The QSC is also of the opinion that brokerage 
firms should not be arbitrarily prevented from providing other financial services or 
purchasing shares in other financial institutions. To implement its decision, the 
QSC directed the Montreal Exchange to repeal by-laws that restricted the 
ownership of member firms. At the same time, however, mergers of financial 
institutions and brokerage firms continue to be prohibited. 


When the QSC issued its decision, it also contained a minority report that 
disagreed strongly with the views endorsed by the majority of the QSC panel. The 
recommendations of the minority were: (1) to allow financial institutions, 
including foreign financial institutions, to own up to a maximum of 10 per cent of 
a brokerage firm; (2) to restrict any brokerage-sector activities of other financial 
institutions to ancillary functions; and (3) to allow brokerage firms to own up to 
10 per cent of a financial institution, but not to involve themselves in other 
financial activities directly. These minority views were along the lines of the views 
historically expressed by the Ontario Securities Commission. 


Financial Institutions and Securities Dealing in Ontario 


In 1982, the Ontario Securities Commission (OSC) reported on public hearings on 
the ownership and diversification of securities dealers. In that report, the OSC 
agreed with the view that the major institutional groups in Canada’s financial 
system, namely the banks, trust and loan companies, insurance companies and 
securities dealers, each had a “‘core”’ function; at the same time, these institutions 
engaged in certain other ancillary activities that impinged on the core activities of 
other institutions. The OSC suggested that this system serves to minimize the 
potential for conflicts of interest, assures investors of a range of distinct 
investment opportunities, and at the same time assures them of regulatory 
protection. As a consequence, the OSC concluded that investment by financial 
institutions in securities dealers should be restricted. In a divided opinion, the 
majority view was that any equity investment by a financial institution in a 
securities dealer should be prohibited. The minority view was that such 
investments be allowed up to a maximum of 10 per cent of the stock. The OSC 
recommended that the converse restrictions apply as well; namely that investment 
dealers be prohibited from investing in other financial institutions. Again the 
majority view was that any such investment should be prohibited while 

the minority felt that equity positions of up to 10 per cent of the stock 

were acceptable. 


While objecting to the diversification of securities dealers into banking, fiduciary 
or insurance activities due to possible dilution of management and diminution of 
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available capital, the OSC concluded that it had no objections to their 
diversification into other businesses, if this was done by the owners of a securities 
firm through a holding company and provided there were no cross-guarantees, 
cross-liabilities, or cross-assurances. In other words, the other activities had to be 
kept completely separate from the securities operation. 


In 1983, the OSC considered the implications for the securities industry of 
financial institutions offering access services to discount brokers. In its decision, it 
again relied heavily on the concept of “core” functions and accepted the view that 
the financial industry should remain segmented. The OSC gave the opinion that 
discount brokerage services, whether offered by independent brokers or by brokers 
associated with financial institutions, would not materially affect the ability of 
full-service brokers to perform their “core” underwriting function and the 
functions essential to it, namely brokerage, investment counselling and the 
solicitation of securities sales. To ensure the health and effectiveness of the 
underwriting business, the OSC suggested that these functions should remain the 
exclusive domain of the brokerage industry. In this regard, the OSC took the 
position that it would allow discount access services to be offered by financial 
institutions, such as banks, but only under controlled conditions. Moreover, the 
participating financial institutions would be severely limited with regard to their 
expansion of securities-related services. 


In 1984, the OSC initiated hearings on the questions of the “exempt” securities 
market and ownership restrictions imposed on investment dealers. Its subsequent 
report entitled A Regulatory Framework for Entry into and Ownership of the 
Ontario Securities Industry, published in February 1985 made a number of 
important recommendations. 


The report recommended that all exempt market players be required to register 
with the OSC and comply with its regulations. At present, securities dealers that 
undertake private placements in excess of $97,000 are exempt from the OSC 
regulations that apply to the retail market. This has allowed unmonitored 
institutional transactions to be carried out. Both foreign investment dealers and 
large non-industry domestic firms have been taking advantage of this provision to 
gain significant shares of the placement market. In the future, only registrants 
would be permitted to act as underwriters and full service brokers of all securities, 
with the exception of government securities which would continue to be exempted. 
This proposal would allow the OSC to regulate the bulk of securities market 
activity. As well, it has been suggested that this would “level the playing field”’ in 
this market. 


Also recommended is a relaxation of the existing non-resident ownership 
restrictions to allow expanded participation of foreigners in the industry. The 
current restrictions on foreign ownership limit any individual non-resident to a 10- 
per-cent share of a Canadian securities firm, with a 25-per-cent aggregate foreign 
ownership limit. The OSC proposals would permit non-residents, including a 
single non-resident, to own up to 30 per cent of a securities firm registered in 
Ontario provided that, if non-residents in the aggregate own more than 10 per 
cent, the securities firm must have one significant Canadian industry investor 
(such as a holding company owned by employees) owning in excess of 50 per cent 


of the firm. The same rule would apply to investments by Canadian-owned 
financial institutions in securities firms. 


In addition, a new category of registration — foreign dealer — would be created for 
firms where non-residents own more than 30 per cent. These firms, however, 
would be limited in their size; no firm would be able to hold more than 
approximately 1.5 per cent of the capital of the entire industry, with all foreign 
registrants being restricted to 30 per cent of industry activity. This category of 
registrants is intended to be available to Canadian subsidiaries of foreign 
securities firms only. A non-resident financial institution carrying on business as 
such in Canada would not be eligible for a registration in this category. 


The three non-resident securities firms which were grandfathered from 1971 rules 
restricting non-resident ownership would be regulated as foreign dealer 
registrants. However, they would have individual capital limits imposed by the 
OSC which could exceed the 1.5-per-cent maximum limit for other foreign 
dealer registrants. 


A second new class of registration — international dealer registration — would be 
available without non-resident ownership restrictions. However, these 
international dealers could only deal with Canadian retail investors wishing to 
invest in foreign securities or foreign investors wishing to deal in Canadian 
securities outside Canada. This would facilitate access by Canadian issuers and 
investors to offshore capital markets. 


Interim Report of the Ontario Task Force on Financial Institutions 


This report, published in December 1984, throws open the question of what is an 
appropriate structure for the financial sector and what are the options open to 
governments in achieving their policy goals. The report states that “the four pillars 
do not necessarily represent the most equitable or efficient allocation of functions 
among the existing institutions”, and suggests that the “discussion of financial 
services regulation should take place within a broader framework than that of the 
four pillars”. In respect of regulatory approaches, the report discusses the question 
of how to balance the often conflicting objectives of solvency, adequate 
supervision, prevention of self-dealing and conflict of interest abuses and efficient 
institutional performance. The report makes few recommendations in this regard 
but does recommend that the self-dealing provisions in the Ontario White Paper 
proposals for trust and loan companies be strengthened. 
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Appendix II 


Developments in Financial Sector Regulation 
in Other Countries 


Numerous changes have occurred in recent years in the regulatory structure 
governing financial institutions in other industrialized countries. 


Some of the key changes in the United States, United Kingdom, Australia, Japan, 
and the Federal Republic of Germany are summarized below. 


United States 


The U’S. financial system has been passing through a period of rapid change. As 
in Canada, increases in the level and volatility of inflation and interest rates, 
technological changes and legislative changes have all been important factors. The 
focus of U.S. regulatory change, however, has been different, reflecting the 
differences in institutional and regulatory systems in the two countries. Moves 
towards providing one-stop financial shopping account for only part of the change 
occurring in the U.S. financial system. 


One of the major factors behind the moves to deregulate the U.S. financial system 
was the interaction of inflation with the regulatory structure. Ceilings on the 
interest rates that could be paid on deposits (known as Regulation Q) exposed 
deposit-taking institutions to outside competition for deposits when inflation 
pushed market interest rates, on treasury bills for example, above those ceilings. 
This eventually led to a wave of innovation. Mutual funds and investment dealers 
offered higher interest yields on money market funds and cash management 
accounts. Deposit-taking institutions were unable to compete because of the 
interest rate ceilings. As a result, a massive amount of funds shifted out of the 
deposit-taking institutions. 


In view of these developments, Congress undertook in 1980 to phase out the 
interest rate ceilings over a six-year period. In 1982, new legislation accelerated 
the phase-out of interest rate controls. It also granted savings and loan 
associations and mutual savings banks some commercial lending powers in order 
to reduce their exclusive dependence on mortgage loans, and permitted the 
deposit-taking institutions to offer new accounts which were free of interest rate 
ceilings — specifically, Super Now accounts and money market deposit accounts. 
In Canada, interest rate deregulation is not an issue because Canada did not have 
deposit rate ceilings and ceilings on loan rates were removed in 1967. 
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Also not an issue in Canada is the question of nationwide banking. While banks in 
Canada can operate nationwide, banks in the United States are usually confined to 
the state in which they are chartered. U.S. banks have been seeking the right to 
offer banking services nationwide. 


Of major concern in the United States are the powers of bank and non-bank 
institutions. In an important development in 1983, banks were allowed for the first 
time to engage in securities brokerage and many have since started to offer 
discount brokerage services. The banks, moreover, have indicated their interest in 
offering their customers the full range of retail brokerage services and are now 
seeking to expand their business powers to include the underwriting of corporate 
securities. It has been reported that legislators in at least a dozen states have 
considered legislation that would give state-chartered banks, which are not 
members of the Federal Reserve system, broader powers to underwrite securities. 


In another important development, the barrier between commercial banking and 
the business of underwriting insurance was breached when, in March 1983 South 
Dakota allowed state-chartered bank holding companies to engage in out-of-state 
insurance underwriting. Federal regulations maintain a separation between 
banking and insurance. Other states are reportedly interested in following South 
Dakota’s lead. 


At the same time, non-banks have been expanding into the banking business. 
Under the Bank Holding Company Act, a non-bank company is not allowed to 
own a bank. However, the Act defines a bank as an institution that both offers 
demand deposit accounts and makes commercial loans. Several non-bank 
companies have bought banks and sold the commercial loan portfolio to other 
banks, retaining only the deposit and consumer loan business, and thus staying 
technically within the law. Others have technically stayed within the law by 
keeping the commercial loan business while dropping demand deposits. This 
activity has raised considerable controversy. A moratorium on such deals was 
temporarily imposed but it has since been lifted. 


Non-bank firms have also been expanding into the financial services industry by 
purchasing full-service brokerage firms. However, under the Bank Holding 
Company Act, U.S. bank holding companies are still barred from purchasing full- 
service brokerage firms. 


The push for financial sector deregulation was temporarily slowed in the summer 
of 1984 by the near collapse of a major bank. However, it is generally understood 
that this occurred under the existing regulatory regime and is, therefore, not a 
sound rationale for holding back financial sector regulatory reform. Some U.S. 
bank regulators have voiced concern that the rapidly changing nature of the 
banking business makes it easier for banks to get into trouble. While deregulation 
is seen as necessary to promote efficiency, U.S. regulators have been concerned 
that this be done with considerations of safety, soundness and consumer protection 
firmly in mind. 


The job of supervising banks in the United States is shared by the Federal Reserve 
Board of Governors, the Comptroller of the Currency, and the Federal Deposit 


Insurance Corp. In addition, the Treasury Department has expressed views on 
deregulation, as have Congressional committees in both Houses. The opinions of 
these different organizations on deregulation have not always been the same. For 
example, the Treasury Department has suggested that bank holding companies be 
allowed to become diversified financial services firms through arm’s-length 
subsidiaries, which would be permitted to engage in a variety of financial activities 
including insurance underwriting, securities underwriting, and brokerage. In line 
with this kind of thinking, the Federal Deposit Insurance Corp. adopted a 
resolution in late 1984 allowing 9,500 state-chartered banks to underwrite 
corporate securities. The Federal Reserve Board, on the other hand, favours the 
continued separation of banking and corporate securities underwriting, and 
banking and real estate development, although it approves of allowing bank 
holding companies to own discount brokers. 


United Kingdom 


The financial services sector in the United Kingdom has been experiencing rapid 
change in recent years. Government regulations affecting the activities of some 
U.K. financial institutions have recently been revised and proposals for additional 
regulatory reform are currently being studied. 


In the U.K., there has been a tradition of specialization and separation of financial 
activities which was generally reinforced by the Bank of England’s informal 
policies. However, this traditional structure has recently been substantially 
modified by market forces and official policies that have led to greater integration 
of the financial industry. 


There has been, for example, a blurring of distinctions between commercial banks 
and the mutually-owned building societies. In the 1960s and 1970s, building 
societies dominated the personal financial services sector, while banks 
concentrated on commercial and international lending. However, the banks and 
building societies now compete directly in offering personal financial services. The 
banks were allowed in the late 1970s to issue residential mortgages. The building 
societies responded by expanding their range of financial services. They have also 
sparked considerable debate by requesting regulatory changes that would allow 
them to become full-scale retail financial institutions involved in such things as 
insurance brokerage, real estate sales, stock trading and investment advice. The 
U.K. government’s response, however, has been less than favourable. In its 1984 
Green Paper on the subject, it recommended that building societies retain their 
traditional role of financing owner-occupied housing and be given increased 
flexibility in making commercial mortgage loans, second mortgages and owning 
land, but not the full-scale range of powers that had been requested. 


The boundaries separating the activities of the clearing banks and the merchant 
banks have also recently been blurred. Since the early 1970s, the clearing banks 
have engaged in merchant bank activities such as securities underwriting and 
investment fund management. They have also been involved in corporate financing 
and have acquired merchant bank subsidiaries. Clearing banks have been 
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increasingly involved in medium- and long-term lending and merchant banks have 
moved more into short-term operations. 


Another notable recent event was the 1984 agreement between the government 
and the Stock Exchange that will effectively allow the Stock Exchange to abandon 
fixed minimum commissions paid brokers on securities dealings by 1986. With the 
anticipation of freely negotiated commissions and the expectation of more 
integration of securities-related activities within a single firm, there have been 
several mergers and alliances recently between banks, securities dealers, jobbers 
(who currently have exclusive rights to trade securities on the exchange), insurers 
and investment managers and advisers. 


In January 1985 the government published a White Paper on “Financial Services 
in the United Kingdom”’. This paper suggests that self-regulation, supported by 
market forces, would protect the interests of individual consumers and serve to 
make the financial system more efficient. 


Australia 
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The process of deregulation in Australia over the past several years has focused on 
the loosening of restrictions on financial markets. Historically, Australian 
monetary policy has been implemented through the use of controls on interest 
rates, credit and foreign exchange. This procedure worked with few distortions 
during the comparably stable economic environment of the 1950s and 1960s. 
However, rising inflation and interest rates in the 1970s combined with this system 
of controls to produce an outflow of funds from certain deposit-taking institutions 
and inefficient financial markets. Suffering a loss of business as a result of the 
controls, banks expanded their activities into non-traditional areas which were not 
subject to these controls, thus contributing to an erosion of the traditional 
institutional barriers among Australia’s financial institutions. 


These developments prompted the Australian government to establish the 
Campbell Committee in 1979. The committee recommended the deregulation of 
interest rate controls and a greater reliance on open market operations to achieve 
the goals of monetary policy. It also recommended a relaxation of the restrictions 
on foreign banks in order to promote competition. The government responded with 
several initiatives aimed at deregulating financial markets, including removing 
interest rate ceilings, lifting foreign exchange controls, freeing the Australian 
dollar to float on foreign exchange markets, and allowing greater foreign entry 
into banking and stockbroking. In early 1985, the Australian government 
approved licences for 16 major foreign banks to operate in the country. 


In addition to its recommendations regarding financial markets, the Campbell 
Committee also suggested a new approach to the regulation of financial 
institutions. The existing approach is based on the regulation of institutions and 
restrictions on the types of activities that are permitted. The committee essentially 
recommended scrapping this approach in favour of a system of regulating the 
activities, or functions, that the institutions perform and permitting financial 
institutions to engage in a wide variety of activities as long as they comply with a 
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system of enhanced capital and liquidity requirements and governmental 
supervision. The Australian government has not yet moved to implement this new 
regulatory approach. 


Much of the pressure for change in Japan’s financial system in recent years has 
been focused on the division of powers between banks and securities firms. Banks 
have traditionally been prohibited from participation in securities-related 
activities, except for underwriting government bonds. This strict separation of 
banking and securities underwriting, however, has not extended overseas, where 
Japanese subsidiaries of banks have underwritten Eurobond issues. Within Japan, 
the banks have recently become more involved in securities-related activities. 
Since 1983, banks have been permitted to deal in longer-term bonds on an over- 
the-counter basis. The banks expect soon to be allowed to deal in short-term 
securities as well. In addition, banks now often provide advice to firms floating 
new issues and perform many functions provided by Canadian investment dealers, 
although securities houses continue to do the actual underwriting. 


The second main area of reform has been the liberalization of Japan’s financial 
relations with other countries. Most restrictions on Japanese institutions’ 
borrowing from and lending to other countries have been lifted, as have most 
limitations on their ability to buy and sell foreign exchange. Furthermore, Japan 
has eased somewhat the access of foreign institutions, particularly banks, to her 
domestic markets. 


Federal Republic of Germany 


The German financial system is different in many ways from the Canadian 
financial system. One obvious difference is the absence of any barriers between 
commercial banking and corporate securities underwriting. There also are no 
restrictions on bank ownership of non-bank firms. The lack of restrictions has 
involved banks closely in the affairs of other industries. 


The dominant position of the banking sector in the Federal Republic of Germany 
and its structure — the universal bank system — has led to various criticisms, 
including that it lowers efficiency through concentration of power, reduces the 
choices available to consumers of financial services, creates conflicts of interest, 
and leads to higher risk. In 1974, a government commission, known as the Gessler 
Commission, was created to study these issues. Its report in 1979 concluded that 
there were not sufficient potential or actual problems to justify a fundamental 
reform of the universal banking system. 


The government, however, has been concerned about the relatively narrow and 
underdeveloped securities markets. The Gessler Commission did not find evidence 
to support the view that the universal banking system is a major cause of this and 
the government’s attention has been focused on improving the tax environment for 
equity financing. In 1978, it introduced a tax credit for shareholders to eliminate 
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the double taxation that occurred when profits were taxed at the corporate level 
and again at the dividend level when distributed to shareholders. The government 
has also indicated its intention to remove the 1.5-per-cent tax on the amount 
raised in a share issue, and is looking into further tax reforms that would 
encourage companies to raise funds from equity issues and thereby encourage the 
development of the securities markets. 


At the time of the failure of Bankhaus Herstatt in 1974, questions were raised 
about the adequacy of the regulatory and institutional framework to ensure a 
sound and stable financial system. Regulation was tightened after the Herstatt 
failure but the issue was reactivated in late 1983 with the near collapse of a 
private commercial bank. German regulatory authorities had been considering a 
Banking Act revision for many years to increase regulatory controls over the 
banks’ activities. In January this year, the government passed amendments to the 
Banking Act to tighten regulations aimed at enhancing the solvency of banks. 
Among other measures, banks will now be regulated, along with their domestic 
and foreign subsidiaries, on a fully consolidated basis and will face new 
restrictions lowering the maximum size of large loans. 
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Structure possible d’un groupe d’entreprises financiéres 
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1. Les autres investisseurs, ou groupes d’investisseurs associés peuvent continuer 2. Ces institutions pourraient avoir des filiales, conformément 4 la législation 
d’avoir un lien de propriété direct avec toute institution financiére. applicable. Quelques exemples sont illustrés dans le graphique. 
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